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Chapter 1 Introduction
The increase of merger and acquisition(M&A) activity 1 since 1 992 has
resulted mainly from a domestic economic recovery. The current M&A trend
shows that M&A is still an important means of enhancing many corporations'
competitive power and of stimulating growth in such areas as computer
software and services, wholesale and distribution, miscellaneous services,
banking and finance, and leisure and entertainment. 2 Fund raising for
mezzanine-fund financing, which reflects investors' foresight about current
and future M&A trends, has also seen rapid growth. 3
1 Houlihan Lokey Howard & Zukin, 1 997 Mergerstat Review, Aggregate Merger and
Acquisition Announcements, at 2, 6. The number of potential M&As announced:
Year Number of Net M&A
Announcement
1990 2,074
1991 1,877
1992 2,574
1993 2,663
1994 2,997
1995 3,510
1996 5,848
Total foreign acquisitions in 1996 by foreign buyers of the U.S. entities increased to 333
from 218 in 1995 and 219 in 1994. See id., Foreign Buyers, at 79.
2
Id. at 5 1 . The top five industry groups in 1 996 occupy 4 1% of total net announcements
or 2,385 of 5,848.
3 Securities Data Publishing, Inc., Buyouts, Mar. 10th
, 1997, available in WL, Database,
Buyouts. The sponsored leveraged buy out(LBO) volume reached $8.82 billion in the
1
Year to Year Percentage
Change
- 12%
- 9%
+ 37%
+ 3%
+ 13%
+ 17%
+ 67%
A. Taxable v. Nontaxable
After the Tax Reform Act of 1986 and the repeal of the General Utilities4
doctrine, the elimination of the capital gain preference for corporate taxpayers
and the recognition of gain by an acquired corporation making an I.R.C.
Section 338 election have made nontaxable reorganizations more attractive.
The tax deferred transaction, a nontaxable reorganization, is however not
always preferable if the acquired corporation has substantial losses on its
assets or stock, and the acquiring corporation obtains depreciable properties
with a stepped-up basis. With respect to debt instruments, the use of debt may
be limited in the nontaxable reorganization, 5 but not in a taxable transaction.
In addition, the deductibility of debt instruments could render taxable mergers
and acquisitions framed by debt instruments much more desirable.
B. Stock Purchase v. Asset Purchase
1 . Stock Purchase
The acquiring company's purchase of the seller(target) corporation's
stock from the target's shareholders does not change the target corporation's
legal identity. The acquiring company assumes all liabilities of the target
fourth quarter of 1996, which was the highest in the decade. The LBO lending total of the
second half of 1996 was $6.09 billion which increased 123% compared to the first two
quarters.
4 General Utilities and Operating Co. v. Comm ., 296 U.S. 200, 36-1 USTC TJ9012 (1935).
5 Although the I.R.C. §368(a)(l)(A) does not prescribe the permissible consideration in a
reorganization, the judicially and administratively developed 'continuity of interest'
requirement applies to all acquisitive reorganizations. For instance, the consideration paid
by a acquirer to the target shareholders should consist of at least 50 percent of the
corporation, and may have a burden of the expense of unwanted assets
involved in that acquisition. The acquirer's basis for the purchased stock is
equal to the full purchase price. The target does not pay tax at the corporate-
level as a result of the stock sale. Target shareholders are usually taxed at the
favorable capital gains rate.
2. Asset Purchase
The main reason that an acquirer prefers an asset purchase to a stock
purchase is that the acquirer can decide whether he will acquire certain of the
target corporation's assets or liabilities even if the asset purchase requires
substantial legal documentation to transfer individual assets and liabilities of
the target to a buyer. An acquiring company takes a cost basis of the
purchased asset. The target corporation completely recognizes gain or loss on
the sale of its assets, and target shareholders are liable for paying the tax on the
full value of the distribution if the target liquidates after the target's assets are
sold. However, if the target does not liquidate after the target's assets are sold,
then there is no gain or loss recognition to the shareholders.
C. Debt v. Equity
The importance of the distinction between debt and equity is that a
payment of interest on a debt is a deductible business expense while a
payment of dividend on equity is not deductible. 6 The repayment of principal
acquirer stock in the type A reorganization.
6 Douglas A. Kahn and Jeffrey S. Lehman, Corporate Income Taxation, §1.1 1, at 49
(4
th
ed., 1994)
on corporate debt is not taxable, but if a corporation redeems its stock from
shareholders, the amount received may be regarded as a taxable dividend.
Based upon the criteria for characterizing7 an investment as debt or
equity, the Treasury determines whether an interest in a corporation is debt or
equity. 8 The I.R.C. Section 385(b) lists five factors which the regulation may
take into account to determine whether there exists a debtor-creditor
relationship or shareholder-corporation relationship. 9 If the Treasury
regulations or congressional directions do not clearly determine the
characterization, the classification must be resolved by case law. 10
With respect to a typical adjustable rate convertible note(ARCN), the IRS
ruled that ARCN payments are nondeductible dividends rather than deductible
7 See Commerce Clearing House, Inc., Standard Federal Tax Reporter, Debt-
Equity Guidelines, 5 C.C.H. 34,832 (1996). Since the Treasury Department withdrew
the §385 debt-equity regulations, there has been no proper regulations implementing the
§385.
8 1.R.C. §385(a)
9 Under the I.R.C. §3 85(b), the five factors that may be considered are 1) whether
the instrument is paid by a fixed rate of interest and is evidenced by an unconditional
promise to pay a sum certain on demand or on a specific date, 2) whether there is
subordination to or preference over any other indebtedness of the corporation, 3) the ratio
of debt to equity of the corporation, 4) whether the interest is convertible into stock, 5)
the relationship between the holdings of stock in the corporation and holdings of the debt
in question.
10 Some courts list as many as 16 factors to consider. The main factors were 1) the form of
the obligation evidencing an indebtedness such as unconditional promise to pay, a stated
rate of interest payable, 2) the existence of a fixed maturity date, 3) the source of the
payments- if the payment is not originated from earning and profit of the corporation, it
would be indebtedness, 4) if a instrument holder's ownership interest or voting power
increases, it would be a contribution to equity, 5) subordination of shareholder debt to
regular outside creditors, 6) both parties' intention to create a debt-creditor relationship,
7) high ratio of debt to equity will be reclassified the debt as equity, 8) shareholders' debt
held in the same proportion with their stock ownership is implied as an equity, 9) whether
interest because the ARCN constitutes an equity investment in the issuing
corporation. 11 However, convertible debentures issued by the acquiring
corporation in a merger may constitute debt obligations rather than equity
interests when the debenture has debt characteristics of a fixed maturity
date and adequate rate of interest, and it is not subordinated to the general
outside creditors of the acquiring corporation. 12
Where a S corporation issues the debt instruments, the IRS has authority
to issue regulations on the treatment of these instruments as debt or equity. 13
D. Debt Financing
The methods of payment in corporate mergers and acquisitions fall into
four categories: cash, stock, debt, or a combination of cash, stock and/or
debt. 14 Debt capital consists of bonds, debentures, notes, certificates, and other
the corporation has an ability to obtain the funds from outside lending institutions. See
also CCH, Debt-Equity Guidelines, 5 C.C.H. at 34,831.
11 Rev. Rul. 83-98, 1983-2 CB 40.
12 IRS Letter Ruling 8735008, May 22nd, 1987.
13 There is a special debt and equity rule on "S" corp. If S corp. shareholders hold straight
debt which should be a written unconditional promise to pay, it can be classified as debt
for S purposes, otherwise it might be regarded as equity in a C corporation. See I.R.C.
§ 1361(c)(5).
14 Houlihan & Zukin, 1997 Mergerstat Review, Method ofPayment, at 159.
1990 1991 1992 1993 1994 1995 1996
Cash(%) 40 34 22 25 26 27 34
Stock(%) 31 34 40 40 39 37 37
Debt (%) 1 1 1 1 1
Combination(%) 28 31 37 35 34 36 28
evidences of indebtedness. 15 The debt instruments' issuance is nontaxable to
the issuer because a loan from the debt holder is a nontaxable event.
Consequently, the fundamental advantage of debt instruments over stock is that
interest payments are deductible by the issuing corporation while dividends on
stock are not deductible. Although debt financing to obtain the interest
deduction is not the only way to avoid the impact of the corporate tax, 16 the
debt instruments have many other advantages because longer term debt
instruments may be qualified for tax-free reorganization if they are issued in
conjunction with stock, and they may be qualified for the installment reporting
method. Moreover, they create leverage on the return to equity. 17
For the purposes of leveraged buyouts, the debt instruments 18 may be
utilized for an acquiring corporation and its newly formed subsidiary to
purchase all of target's stock owned by general shareholders, or for the target
corporation to redeem its shareholders' stock independently or jointly with the
newly formed subsidiary by using borrowed funds. The principal and interest
of those debts is repaid to lenders usually through the operations of the
acquired target corporation or target assets' sale. On the other hand, the target
corporation also can use debt instruments without any change in its ownership
l5 I.R.C. § 1275(a)(1).
16 See Daniel Q. Posin, Corporate Tax Planning, Alternatives to Debt, at 267
(1990).
17
Id., at 54, 274-278.
18 For the takeover purposes, the first senior or secure tier of those debts used generally
will be a type of bank borrowing, and junior subordinated tiers, so called "mezzanine
financing" would be consisted ofjunk bonds which is marketable to financial institutions
or the public. See also id. at 281
.
or structure in order to leverage recapitalization as a defense against an
unsolicited takeover tender offer of an acquirer. The target corporation may
otherwise consider using a leveraged employee stock ownership plan(ESOP)
to obtain a deduction on repayment of principal and interest of the loans
borrowed from outsiders. 19 The target might try to replace equity by debt to
take an advantage of the interest deduction. Discount bonds can be used as a
part of the leveraged buyout or leveraged recapitalization planning. The
original issue discount bond(OID) may also be used to alleviate the corporate
tax. The OID bondholders are generally required to report the amount of
original issued discount as interest income which is deductible by the issuer
corporation as the bond matures over the life of the bond. 20
19 See I.R.C. §4975(d)(3). Generally, prohibited transactions such as money lending or
credit extension between an employer and employees under I.R.C. §4975(a) are imposed
initially 10 percent tax of amount involved, and 100 percent if the transaction is not
corrected. But, the §4975(a) does not apply to any loan to a leveraged employee stock
plan if the loan is primarily for the benefit of participants and the loan is at a reasonable
interest. However, loan lenders' 50 percent exclusion on interest income from such loan
made to an ESOP or an employer under I.R.C. §133 was repealed by the Small Business
Job Protection Act of 1996, P.L. 104-188.
20 I.R.C. §1272, § 163(e).
Chapter 2 Use of Installment Method of Reporting
A. In General
If a seller receives debt or other deferred payment obligations as partial
or full consideration in its asset sale, the seller's income will be taxed under the
installment method of accounting unless the seller clearly elects not to use the
method. 21The use of the installment method is available upon the disposition of
seller's property where at least one payment of the acquirer is received after the
close of the taxable year in which the disposition occurs. 22The amount of
income realized in each year will be equal to the amount of payments received
in that year multiplied by the proportion that the gross profit23 bears to the total
contract price24so that the seller's gain recognition will be spread out over the
period of years for which the payment is received.
The controversial issues25 regarding the installment method of reporting
occur when the installment method of reporting has more tax advantages than
21 1.R.C. §453(d)
22 1.R.C. 453(b)(1)
23 See infra note 78.
24 See infra note 79.
25 On January 21, 1997, the IRS proposed anew rule(REG-209332-80) of §1.453-11 on
the installment obligations received from liquidating corporations while the §1.453-2(a),
(b), (c), (d) and (f) in the notice of proposed rule making that was published on Jan. 13,
1 984 were withdrawn. This proposal would affect shareholders who receive installment
obligations in exchange for their stock upon a complete liquidation. See also infra
Corporate Liquidation, at 24-26.
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the cash method or accrual method of reporting on a certain property
disposition or where a seller's certain disposition on the installment method
may actually seem to have the same economic functions as the sale under the
cash method26 or the accrual method27 of accounting, but different tax effects.
The installment method could therefore seem to be an unfavorable tool from
time to time on the IRS standpoint. For instance, the full amount of the notes
paid by an acquirer can immediately be used for the basis-up purpose of the
newly acquired property while the gain can be reported over the period of
years for which the payment is received. 28
B. Legislative Development on the Installment Method of Reporting
In 1918, Articles 1 16 and 1 17 of Regulations Section 33 first
Further, the joint committee on taxation staff review of selected entity classification and
partnership tax issues is considering a possible proposal(JCS-6-97) in which the
installment sale treatment would be denied for all sales where the debt received is readily
tradable under current rules, regardless of the nature of the issuer. Even if the readily
tradable debt of a partnership is received in a sale, the partnership's debt would be
treated as payment so that the installment would not be available. See BNA, Daily Tax
Reporter on March 6, 1997. For current rules, see infra Transfer of Installment
Obligation, at 26-27'.
26 Cash method taxpayers report any cash received and the fair market value of the
purchaser's property received and the fair market value of the purchaser's property
received in computing the gain or loss on the disposition of the property.
27 Accrual method taxpayers generally report all of the gain or loss on the transaction in
the year of sale even if the acquirer is payable over next several years or on contingent.
The face amount of the note received rather than its fair market value is included in
computing the gain from the sale of property.
28
If the property acquired is depreciable, or the note received by the seller is used for
the purpose of getting a loan despite of its nontradable character in an established
market, the tax planning result by using the installment method would be far beyond
from the cash method or accrual method .
10
recognized the concept of the installment sale basis of reporting income. The
amount of installment method of reporting could not exceed 25% of the total
purchase price under the 1926 Act. 29Under the 1939 Code, the installment
method could be applied to persons who regularly sold their personal property
and to casual personal property sales which exceeded the price of $ 1 ,000 as
well as to sales of real property. The election for using the installment method
of reporting was mandatory. However, until 1954, the installment method of
reporting was not available where there was no payment, other than evidences
of indebtedness by the acquirer, in the taxable year of sale. 30 The regulations
under 1954 Code distinguished sales of property by the installment method
from deferred payment sales of property. The former applied where the
payments received in cash or property other than debt instruments did not
exceed 30% of the selling price while the latter covered where the payments
received in cash or property exceeded 30% of the selling price. 31
The Installment Sales Revision Act of 1980 substantially changed the
structure of post- 1939 enactments. The 1980 rules consisted of three
important parts(§453, §453A and §453B) which were related to nondealer and
dealer transaction and dispositions of installment obligations respectively.
The maximum limitation of 30% on the amount of the selling price was
29 The percentage of 25% since 1 926 had been fluctuated ranging 25 to 40 until the
1980 Revision Act eliminated the maximum requirement of reporting.
30 Reg. 118, §39. 44-2; Reg. Ill, §29. 44-2 (1939); see also Clark Boardman
Callaghan, Law of Federal Income Taxation, §15:02 (1997).
31 This limitation was repealed by the Installment Sales Revision Act of 1980.
11
eliminated. 32The minimum price of $1,000 for casual sales of personal property
to qualify for using the installment method of reporting was also repealed. The
Act provided that even if the total purchase price was payable in a lump sum
within the year following year of the year of sale, the installment method of
reporting became available. The Act also provided special rules for the
dispositions of depreciable33 and general property between related parties. 34
The important change on the installment sale rules in the Tax Reform Act
of 1984 was that the recapture rules override the installment sale rules so that
the recapture income under I.R.C. Section 1245 and 1250 is recognized in the
taxable year of sale despite the principal payments are not recognized in that
year. Accordingly, the seller may earn more taxable income than he receives
in cash during that year. 35 The Tax Reform Act of 1986 further limits the use of
the installment method with respect to transactions between related parties, and
also prohibits sellers from using the installment method for sales pursuant to a
revolving credit plan and sales of certain publicly traded property such as stock
or securities traded on an established market. 36
32 Congress noted that the limitation could be "a trap for the unwary". See the
Installment Sales Revision Act of 1980, Committee Report, Pub. L. No. 96-471.
33 For details, see infra Nonqualifying Installment Sales, at 13, 14.
34 Under the I.R.C. §453(g), all gain is generally required to be reported in the year of
sale. See also infra Transaction between related persons, at 20, 21
.
"I.R.C. § 1245(a)(5), 1250(b); see also Committee Reports, Deficit Reduction Act of
1 984, Pub. L. 98-369.
36 Committee Reports, Tax Reform Act of 1986, Pub. L. No. 99-514.
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The Revenue Act of 1987 repealed the installment method of reporting
for dealer dispositions. 37 The income received from dealer disposition of
property is treated as received in that year of sale. The applicable installment
rules for the sale of non-farm real property which was used in a taxpayer's
trade or business or held for the production of rental income became
ineffective where the selling price of such real property was greater than
$150,000. 38
The Technical and Miscellaneous Revenue Act of 1988 clarifies that the
dealer disposition does not include the disposition of personal property that is
not sold regularly, and that the requirement that the acquirer may not increase
the basis of any property acquired by any amount until the seller has included
such amount in income applies to both contingent payment and an installment
sale of depreciable property between related parties. 39
C. Qualifying and Nonqualifying Installment Sales
1. Qualifying Property Sale
The installment method of reporting can be used for the disposition of
both real property and nondealer personal property including intangible
property such as patents, trademark or goodwill, but is not kept in
" Committee Reports, Revenue Act of 1987, Pub. L. No. 100-203.
38 Thus, the proportionate disallowance rule was repealed for the installment obligations
from the sale of such real property. The interest received by the seller is charged only to
the extent of the amount of deferred payments exceeding $5 million from sale of such
real property.
39 Senate Explanation, Technical and Miscellaneous Revenue Act of 1988, P. L. 100-647.
13
inventory. 40Although the installment method has not been available on the
dealer dispositions41 of property since the 1987 revision, certain sales or
dispositions by dealers of noninventory personal property or real property
which are not regularly sold or disposed of are still eligible for the installment
method of reporting. 42 However, even if the property is regularly held for sale
to customers, the installment sale of noninventory farm property which is used
or produced in the trade or business based upon the I.R.C Section 2032(e)(4)
and (5) is eligible for using that method.
43The dealer disposition rule does not
apply to the certain disposition of residential lots or timeshare rights in the
residential real property. 44
2. Nonqualifying Installment Sales
The installment method of reporting is not available for the sale of the
stock or securities which are traded on an established market, and for the sale
of certain properties, other than stock or securities, of a kind which are
40 See I.R.C. §453(b)(2)(B).
41 The "dealer disposition" is any disposition of personal property by a person who
regularly sells or otherwise disposes of personal property of the same type on the
installment plan. See I.R.C. §453(1)(1). Any disposition of real property held by seller for
sale to customer in the ordinary course of trade or business is also belong to the dealer
disposition.
42 See I.R.C. §453( 1 )( 1 ).
43 1.R.C. §453(1)(2).
44 The exception for the dealer disposition includes the timeshare rights to use time share
ownership interest in residential real property for not more than 6 weeks per year, or
right to use specified campgrounds for recreational purposes, or any residential lot if the
seller or any related person is not to make any improvements to that lot. See also I.R.C.
§453(1)(2)(3).
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regularly traded on an established market.45 Bonds and debentures that are
readily tradable in an established market are treated as payments received in
the year of disposition. The dealer dispositions for most kinds of property can
not be reported under the installment method. 46The installment method is also
not available for a disposition of certain personal property which is required to
be kept in the inventory of the taxpayer if on hand at the close of the taxable
year.
47In case of the depreciable property sales between related persons48
,
the
installment method of reporting is not allowed because the related purchaser
could claim deductions of the depreciated portion of the purchased property by
choosing stepped-up basis while the seller is not yet required to report
corresponding gain resulted from that sale. This exception however does not
apply where tax avoidance is not a principal purpose. 49In addition, if any
disposition of personal property is conducted under a revolving plan, the
disposition or sale is also not allowed to use the installment method. 50
45 1.R.C. §453(l)(k)(2). Therefore, the gain on the sales of stock or securities or other
property that are traded on an established securities market can not be reported on the
installment method, instead all payments received by such sales will be treaded as if they
were received in the year of sale. See §453(k).
46 1.R.C. §453(b)(2).
47 1.R.C. §453(b)(2)(B).
48 The term "related persons" includes 1) a person and a partnership or a controlled entity
in which the taxpayer has more than 50% of ownership, 2) a taxpayer and a trust in which
the taxpayer or his spouse is a beneficiary unless the beneficiary interest is a remote
contingent interest under the §318(a)(3)(B)(i), 3) two or more partnerships in which the
same persons own more than 50% of the capital interest o profit interest. See I.R.C.
§453(g), § 1239(b) and §707(b)(l)(B).
49 1.R.C.§453(g)(2).
50 I.R.C.§453(k)(l).
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D. Application of the Installment Method
1 . Application Requirements and Rules
In order for the installment method to be used, a disposition or sale must
be occurred, and at least one payment of sale price must be received after the
close of the taxable year when the sale or disposition occurs. 51Transfer of title
to selling property is not necessary for use of the installment method of
reporting. 52 An unconditional obligation to sell and buy must also be created
between both parties. 5
The selling price of the property is the total amount of payments 5
received by the seller including cash, notes, other property and indirect
payments such as mortgage assumption, encumbering debt or seller's expense
payment by the acquirer. 55 Generally, the evidence of an acquirer's
indebtedness for the tax purpose is not treated as "payments" received by a
property seller in the year of sale. However, bond or other indebtedness
evidence which is payable on demand or issued by a corporation or
government or political subdivision, or readily tradable56 is treated as receipt
3
, 4
51 1.R.C.§453(b)(l).
52 Roy v. Comm., 69 F.2d 786 (5th Cir. 1934); Comm. v. Stuart, 300 F.2d 872, 62-1
USTC P9381 (3th Cir. 1962).
53 Supra, Comm. v. Stuart.
M The scope of "payments" includes whole amounts received constructively as well as
actually.
55 Reg. §1.453-4(c); Temp. Reg. §15A. 453-l(b)(2)(ii)
56 The term "readily tradable" means a bond or other indebtedness evidence with interest
coupons attached or in registered form or any other obligations which are readily tradable
in an established securities market. The established market means a national securities
exchange under the Securities Exchange Act of 1934. See Temp. Reg. §15A.453-
l(e)(4)(iv).
16
of payment. For instance, in the case in which an acquirer corporation issues
readily marketable debentures or securities to the seller under the consideration
of corporate merger, the installment method of reporting would not be
available for the portion financed by that bonds or debentures. 57On the other
hand, ordinary promissory notes or other indebtedness evidence of an acquirer
are not treated to be the payment received in the year of sale58 without regard to
security or a guarantee of a third party on those notes. 59 If an acquirer issues
convertible securities which may be converted to other obligations or stock
that are readily tradable, the convertible obligations would be treated as receipt
of payment unless the conversion is possible only at a substantial discount60 or
only after one year from the date the obligations are issued.6lIn case escrow
accounts are used as security for the acquirer's obligations, courts have held
that the escrow accounts are not payment in the year of sale. 62 However, the
I.R.S has taken a stricter stance on the use of the escrow. For instance, where a
taxpayer sold his property and placed the installment obligations with an
57 See S Rep. No. 91- 552, 1969-3 CB 423 (1969).
58 Henry H. Rogers v. Comm., 1 T.C. 629 (1943), aff'd 143 F.2d 695 (2d Cir. 1944); Rev.
Rul. 234, 1953-2 CB 29; Rev. Rul. 71- 420, 1971-2 CB 221.
59 Even the stand-by letter of credit is not considered to be the payment received by the
seller. See Temp. Reg. §15A.453-l(b)(3)(iii). But if the guarantee such as a stand-by
letter or third party guarantee is transferable or marketable before the acquirer defaults
the installment obligation to pay, they are treated as a payment received in the year of
sale. See S. Rep. No. 1,000
,
96th Cong. 2nd Sess. 18-19 (1980) . The Certificates of
Deposit will also not be included in payment received if the principal money is not able
to be withdrawn. See Silverman v. Comm., 98 T.C. 54 (1992).
60 If the fair market of the stock or another obligation converted is less than 80% of the
fair market value of the original convertible obligations, then there exists a substantial
discount. See, Temp. Reg. 15A.453- 1(e)(5)(h).
61 Temp. Reg. §15A.453-1 (e)(5)(H).
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available for the portion financed by that bonds or debentures. 57On the other
hand, ordinary promissory notes or other indebtedness evidence of an acquirer
are not treated to be the payment received in the year of sale58 without regard to
security or a guarantee of a third party on those notes. 59 If an acquirer issues
convertible securities which may be converted to other obligations or stock
that are readily tradable, the convertible obligations would be treated as receipt
of payment unless the conversion is possible only at a substantial discount60 or
only after one year from the date the obligations are issued. 6l In case escrow
accounts are used as security for the acquirer's obligations, courts have held
that the escrow accounts are not payment in the year of sale. 62 However, the
I.R.S has taken a stricter stance on the use of the escrow. For instance, where a
taxpayer sold his property and placed the installment obligations with an
57 See S Rep. No. 91- 552, 1969-3 CB 423 (1969).
58 Henry H. Rogers v. Comm., 1 T.C. 629 (1943), aff'd 143 F.2d 695 (2d Cir. 1944); Rev.
Rul. 234, 1953-2 CB 29; Rev. Rul. 71-420, 1971-2 CB 221.
59 Even the stand-by letter of credit is not considered to be the payment received by the
seller. See Temp. Reg. §15A.453-l(b)(3)(iii). But if the guarantee such as a stand-by
letter or third party guarantee is transferable or marketable before the acquirer defaults
the installment obligation to pay, they are treated as a payment received in the year of
sale. See S. Rep. No. 1,000 , 96
th Cong. 2nd Sess. 18-19 (1980) . The Certificates of
Deposit will also not be included in payment received if the principal money is not able
to be withdrawn. See Silverman v. Comm., 98 T.C. 54 (1992).
60 If the fair market of the stock or another obligation converted is less than 80% of the
fair market value of the original convertible obligations, then there exists a substantial
discount. See, Temp. Reg. 15A.453-l(e)(5)(ii).
61 Temp. Reg. §15A.453-1 (e)(5)(H).
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escrow agent, the obligations did not qualify for the installment method on the
ground that the taxpayer was not relying on the installment obligation of the
acquirer but on the escrow deposit to make the payment. 63The Temporary
Regulation provides that the escrow deposit available to the seller in case of the
acquirer's default to pay will be treated as payments in the year of sale. 64
The contingent payment sales that the aggregate selling price can not be
determined by the close of the year of sale must be reported on the installment
method unless the taxpayer elects to use another manner of reporting. 65
In case a seller of certain personal property later repossesses the property
he sold under the installment method sale, the effect on the original installment
obligations is equal to the disposition received under I.R.C. Section
453B. 66The character of gain or loss on the repossession is determined
according to whether the property sold was capital asset or not.
2. Special Rules for Nondealers
62 Portfield v. Comm., 73 T.C. 91 (1979); Oden v. Comm., 56 T.C. 569 (1971).
63 Rev. Rul. 77-294, 1977-2 CB 173; Rev. Rul. 73-451, 1973-2 CB 158; see also Oden v.
Comm., 56 T.C. 569 (1971). The Court sustained the IRS stance.
64 Temp. Reg. §15A.453-l(b)(5), Example(8).
65 Temp. Reg. §15A.453- 1(c)(1). On the other hand, the loss on purchasing and sale of
'debt instruments' is not allowed to be recognized because that transaction lacks
economic substance and serves no useful non-tax purpose. See ACM Partnership v.
Comm., No. 10472 - 93, T.C. Memo 1997-1 15 (1997), available in BNA, Daily Tax
Report, on March 6th, 1997.
66 See infra Disposition of Installment Obligation, at 22-24.
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If a seller disposes of his property under the installment sale at the sales
price of over $150,000, 67 interest is charged on the tax deferred by the use of
the installment method to the extent that the face amount of total deferred
payments arising from all disposition during the taxable year, and outstanding
as of the close of the taxable year exceeds $5,000,000. 68 The rate of interest is
equal to the rate imposed by the I.R.C. Section 6621(a)(2) on the
underpayment of taxpayer's tax liability.69 The amount of interest payable for
the year of sale is determined by applying the interest rate against the sum
resulted from multiplying the applicable percentage 70 by the deferred tax
liability.
71 The interest paid with respect to installment obligations under the
I.R.C. Section 453A is deductible72 according to the deductibility rule of
interest on the underpayment rule of tax of I.R.C. Section 163.
67 For purposes of determination of the $1 50,000 all sales which are part of the same
transaction or a series of related transaction are treated as a single sale. See
§453A(b)(5).
68 I.R.C. §453(b)(2). In applying this $5,000,000 threshold, all employees of controlled
group of corporations under I.R.C. §52 are treated as one person.
69 I.R.C. §453A(c)(2)(B).
70 The "applicable percentage" is determined by dividing the extra portion of the
aggregate face amount of installment obligations that are outstanding over $5
millions at the close of the taxable year, by the aggregate face amount of all installment
obligations outstanding at the close of the taxable year. For instance, if a taxpayer sells
his/her property for $6,000,000 installment obligation the applicable percentage will be
16.67%( 1,000,000/ 6,000,000 x 100%).
71 The deferred tax liability is equal to the amount of multiplying the unrecognized gain
from the installment obligations as of the close of the taxable year times the maximum
income tax rate under the I.R.C. §1 and 1 1 for that taxable year. See I.R.C. §453A(c)(3).
72 See H. Conference Report, '87 OBRA, P.L. 100-203 (1987), 100th Cong. 1 st Sess, 929,
930.
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If a nondealer seller pledges the installment obligation as security to
secure a loan or for any indebtedness the net loan proceeds 73 of the secured
debt are treated as a payment received on the installment obligation. 74
However, I.R.C. Section 453A does not apply to any installment obligation
arising from the disposition of personal use property75 by an individual, or of
any property used or produced in the trade or business of farming, 76 or of
timeshares or residential lots. 77
3. Determination of Taxable Income
The amount of income recognized from an installment sale under the
installment method is determined by both the gross profit ratio and the interest
attributable on that sale as follows:
Gross Profit78
Income recognized = Payment received x
Contract Price79
The selling price includes the amount of liabilities assumed by an acquirer and
encumbering mortgage of the property sold unless the liabilities exceed the
73 Net loan proceeds = Gross proceeds - Direct expenses of obtaining the loan.
74 I.R.C. §453A(d).
75 If substantially all of the use of any property is not connected with a trade or business of
the seller or any activity under I.R.C. §212, the property would be personal use property.
See I.R.C. §453A(b)(3)(A).
76 I.R.C. §453A(b)(3)(B).
77 I.R.C. §453A(b)(4).
78 Gross Profit = Selling Price - Adjusted Basis of Selling Property + Commissions or
Expenses of the sale + Recaptured Depreciation
79 Contract Price = Selling Price - Qualifying Indebtedness which does not exceed the
basis of the sold property
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seller's adjusted basis in that property. 80 The selling expenses including
commissions or sales tax are not deductible from the computed amount of
payments in the year of sale. Instead, those expenses are added to the basis of
the property sold. 81 Qualifying indebtedness assumed by an acquirer such as
mortgage or other indebtedness on the property reduces the contract price only
to the extent that the qualifying indebtedness does not exceed the seller's
adjusted basis in the selling property. Qualifying indebtedness does not include
any debt or obligation on the property that the seller incurs or assumes in order
to accelerate the recovery of his basis in that sale or disposition. The interest
received with respect to the installment obligations received is included in
income in its entirety. 82If the installment sale is not accompanied by adequate
interest, either the unstated interest rules of I.R.C. Section 483 or the original
issue discount rules of I.R.C. Section 1274 apply.
E. Limitations on the Use of Installment Method of Reporting
1 . Transactions between Related Persons
In the event that an appreciated asset is sold to a related party on the
installment method sale, the seller and acquirer may try to use the installment
method as a device of tax avoidance by deferring the gain recognition over a
period of years even if the acquirer promptly sells the property to a third party
80 The liabilities in excess of the seller's basis in the property are treated as proceeds
received in the year of sale. See Temp. Reg. § 1 5A.453- 1 (b)(2)(ii).
81 Temp. Reg. §15A.453-l(b)(2)(v).
82 Rev. Rul. 56-498, 1956-2 CB 300.
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for cash. 83However, after the 1980 Act, the related seller's gain must be
reported in the year when the related acquirer sells the property to a third
party. These rules, except in the case of marketable securities, apply only if the
date of the second disposition is not more than 2 years after the date of the
first disposition. 84 Where a foreign subsidiary distributor resells the property
received by its domestic parent to third parties, the parent's deferred gain on
the first sale is not accelerated despite the subsidiary's second sale. 85 The
"related persons" include a taxpayer's spouse, child, grandchild, parent,
grandparent, brother, sister, and controlled entities86 and certain trusts87 and
partnerships. 88
2. Dealer Dispositions
Although the installment method for dealer dispositions is still available
in the limited situations such as certain dispositions of residential lots or
timeshares, a dealer can not use the installment method on any disposition of
personal property by a person who regularly sells or otherwise disposes of
property of the same type on the installment plan, and on any disposition of
real property which is held by the taxpayer for sale to customers in the
83 The Installment Sales Revision Act of 1980 repealed this loophole. See I.R.C. §453(e).
84 I.R.C. §453(e)(2)(A).
85 General Counsel Memoranda(GCM) 39662 (1987).
86 See supra note 48.
87 If the beneficiary's interest in the trust is not a remote contingent interest that is less
than 5% of the value of the trust property, the trust is included among the related
persons.
88 See I.R.C. §1239(b) and §707(b)(l)(B).
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ordinary course of the taxpayer's trade or business. 89The installment method
can, however, be used for a sale of real property which was not held by the
dealer for sale to customers in the ordinary course of the dealer's trade or
business, and for occasional disposition of personal property which is not
stock in trade.
3. Recapture of Depreciation
Where an acquirer receives depreciable real or personal property in the
installment sale, all depreciation recapture income under I.R.C. Section 1245
and 1250 is recognized in the year of disposition even if the principal payment
is not received at all in the year of sale. 90 Any gain left in excess of the
depreciation recapture income will be taken into account under the installment
method.91
F. Gain or Loss on Dispositions of Installment Obligations
1. Disposition of Installment Obligation
Whether a seller can sell or transfer installment obligations to third
parties without accelerating tax recognition may significantly affect the merger
and acquisition considerations under the installment sale method. The
disposition of the installment obligation can result from a pledge or
modification of an installment obligation, or transfer by gift or death, or
89 I.R.C. §453(1)(1).
90 I.R.C. §453(i).
91
Id.
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transfer to trusts, or cancellation of an installment obligation as well as sale or
exchange of an installment obligation.
If an installment obligation received by an seller is sold or exchanged,
gain or loss is recognized to the extent of the difference between the amount
realized for the obligation and the basis92 of the obligation sold or exchanged.
Gain or loss on the disposition other than a sale or exchange is measured by the
difference between the fair market value of the installment obligation at the
time of disposition and the basis of the obligation. 93However, it is not always
clear whether a certain disposition or sale occurred. If a seller pledges his
installment obligations as security for a loan, it is not treated as disposition of
the obligations. 94On the other hand, in those cases in which a seller receives a
discounted amount of the obligation from a bank,95 or transfers a promissory
note to a bank,96 or makes factoring open accounts97 are taxable dispositions of
installment obligations.
With respect to a change in terms of installment obligations, although the
proposed regulations provide that a significant modification in the debt
92 Basis = Face value of the obligation - Amount equal to the income which would have
been reported if the obligation were satisfied in full. See I.R.C. §453B(b).
93 1.R.C. §453B(a).
94 The IRS's determination mainly depends upon whether which party is responsible for
collecting the obligations. See Rev. Rul. 65-185, 1965-2 CB 153. While Courts further
consider that which party suffers from the losses if the obligation are not collected. See
Mathers v. Comm., 57 T.C. 666 (1972); Elmer v. Comm. , 65 F. 2d 568 (2d Cir. 1933).
See also Yancey Bros. Co. v. U.S., 319 F.Supp. 441, 70-2 USTC P 9619 (N.D.G.A.
1970). Pledging of installment obligation as security for demand loans also was not
disposition.
95 Mathers v. Comm., 57 T.C. 666 (1972).
96 Sam E. Broadhead v. Comm., TC Memo 1972-195, 31 T.C.M.(CCH) 951 (1972).
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instrument terms, such as an exchange of the original debt for a new debt that
differs materially either in kind or in extent, 98 will cause realization of gain or
loss, the preamble to the proposed regulations of 1 992 indicates that the
proposed regulations do not apply to modification of an installment obligation
terms. Generally, the modification of terms of a purchaser's note in order to
defer maturity dates of payment and to increase the interest rate is not a
disposition or satisfaction of the installment obligation." A corporation's
assumption of installment debt on behalf of its shareholder creditor is also not
disposition of the installment obligation of the creditor. l00However,
cancellation of an installment obligation of an original acquirer in exchange
for installment notes with different principal payments and interest rate of a
third party buyer in later sale constitutes a disposition. 101A seller's conversion
of the installment obligation into revenue bonds was also treated as a
disposition because bond refinancing did not qualify for installment sale
treatment. 102
2. Corporate Liquidation
97 Delia Nickoll v.Comm., PH TC Memo
If 51,373 (1951).
9i See Prop. Reg. §1.1 001 -3(a).
99 Rev. Rul. 68-419, 1968-2 CB 196, and Rev. Rul. 72-570, 1972-2 CB 241; IRS Letter
Ruling 950501 X.See also IRS Letter Ruling 9238005. Collateral change from stock to
cash by a new acquirer corporation in liquidation was not disposition of underlying
installment obligation.
100 John I. Cunningham v. Comm., 44 T.C. 103 (1965); see Rev. Rul. 75-457, 1975-2 CB
196.
101 Burrell Groves v. Comm., 223 F.2d 526 (5th Cir. 1955).
102 First National Bank in Albuquerque v. Comm., 921 F. 2d 1081 (10th Cir. 1990).
103
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Generally, gain or loss is recognized on distribution received by
shareholders in a complete liquidation under I.R.C. Section 33 1 . The Tax
Reform Act of 1986 still allows shareholders' installment obligations received
in liquidating distributions to be treated as the receipt of payment for the
liquidated stock, rather than as the distribution of the obligations themselves
The shareholder may be able to use the installment method of reporting for any
gain realized if the liquidation is completed within the 12-month period
beginning with the adoption of the plan of liquidation. 104The installment
obligations distributed by a liquidating corporation or partnership do not
trigger gain recognition and change the obligations' character in a distributee's
hands. I05lf a shareholder in a complete liquidation receives liquidating
distribution in more than one tax year, the shareholder's stock basis in a
liquidating corporation is reallocated pro rata among all property received. 106
Corporate level tax on the distribution is also recognized as if the
property were sold to the distributee shareholders at its fair market
value. l07However, some questions could be raised with regard to the corporate
level tax on the liquidating distribution of installment obligations because the
liquidating corporation can be exposed to excessive tax despite the absence of
103 I.R.C. §453(h)(l).
104 I.R.C. §453(h)(l)(A).
105 IRS Letter Ruling 9620020. But the payments to a retiring partner or a deceased
partner's successor in interest subject to §736 are not included in the partnership's
liquidating distributions.
106 I.R.C. §453(h)(2).
107 I.R.C. §336(a).
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gain received at the time of distribution of the installment obligations. 108In the
case of an S corporation liquidation, IRS Section 453B(h) still permits the
distributing S corporation to enjoy nonrecognition of gain or loss. 109
Where a parent corporation acquires installment obligations from its
liquidating subsidiary, Section 453B(a)'s provision regarding gain or loss does
not apply to any distribution to which Section 337(a) applies. "°If the acquirer
corporation transfers the installment obligations to a controlled corporation
under Section 35
1
111
or to other corporations in a tax free exchange, 112 no gain
or loss will be recognized. In reorganization, if an acquiring corporation
obtains installment obligations, the acquiring corporation is treated as if it were
a distributor or transferor for purposes of I.R.C. §453B." 3
3. Transfer of Installment Obligations
108 Essentially, this controversy under I.R.C. §453B and §336 seems to be related to the
interpretation problem of the term "property" of I.R.C. §336(a). It is not quite clear
whether the "property" includes all kinds of debt receivable without considering the
possibility of a holder's collection. In fact, the IRS proposed a new proposal"Rules on
Installment Method of Reporting in Liquidation Cases" on January 22, 1997. But the
proposal still lacks recognition rules concerning gain or loss of the distributing
corporation.
109 I.R.C. 453B(h)(l). For details, see Stephen J. White and James W. Pratt, Liquidation
Distributions: The Decision to Utilize Section 453(h), 20 J. Corp. Tax'n 237 (1993).
1,0 I.R.C. §453B(d).
111 Reg. §1.453-9(c)(2). There is an exception where the transferee corporation is the
obligor on that obligation.
,12 I.R.C. §361; Reg. §1.453-9(c)(2).
113 I.R.C. §38 1(c)(8). On the other hand, a security, which usually has a maturity date of
1 years or more for the tax purpose, can be used in reorganization without occurring any
second disposition problem by the related party rules.
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The transfer of installment obligations to an irrevocable trust is treated as
a taxable disposition other than by sale or exchange. 1 l4If a partner distributes
installment obligations to a partnership, no gain or loss is recognized to the
partnership or partner. 115However, a non-pro rata distribution of an unrealized
receivable, including installment obligations, is considered to be realization as
the sale or exchange between the partner and partnership 1 16so that the general
nonrecognition rules do not apply."The transfer of a partnership interest
including the partner's share installment obligations triggers ordinary income
to the extent of unrealized receivables." 8
A seller's gift or cancellation of installment obligations received from an
acquirer is treated as a disposition of the obligation under the Section
453B." 9The seller's charitable gift is deductible based upon the fair market
value of the installment obligation. 120In case a seller transfers installment
obligations to life insurance companies, the general nonrecognition treatment
of gain is not available in that transfer of the installment obligation. 121
114 Harold W. Smith, 56 T.C. 263 (1973); Rev. Rul. 67-167, 1967-1 CB 107. But in
regard to grantor trust or revocable trust the transfer was not taxable disposition. See
Rev. Rul. 81-98, 1981-1 CB 40; Rev. Rul. 74-613, 1974-2 CB 153; Rev. Rul. 67-70,
1967-1 CB 106.
115 1.R.C. §73 1(a); Reg. §1.453 - 9(c)(2).
"'See I.R.C. §751.
117 Reg. §1.751 -1(b)(1)(H).
1.8 See Krist v. Comm., 231 F.2d 548, 56-1 USTC P 9424 (9th Cir. 1956); Bright v.
U.S., 113 F.Supp. 865, 53-2 USTC P 9518 (E.D.P.A. 1953).
1.9 Rev. Rul. 60-352, 1960-2 CB 208.
120 Rev. Rul. 55-157, 1955-1 CB 293.
121 See I.R.C. §453B(e)(l), but the Economic Recovery Tax Act of 1 98 1 allowed the
life insurance company to elect not to recognize gain or loss on the determination of its
Chapter 3 Interest Planning On Debt Financing
A. Original Issue Discount
1. General
Where an acquirer issues a debt security or note to third parties in order
to get funds to purchase a seller corporation's property or its shareholders'
stock, the debt instrument can be issued at a discount price which is less than
the stated principal amount of the issuing debt. The original issue discount
(hereinafter "OID") means the difference between the stated redemption price
at maturity of a debt and the issue price. 122The OID is generally treated as
interest so that the holder of a debt instrument is required to include the
accrued OID in gross income as interest, l23and the issuer of the debt obligation
can deduct the OID as interest over the period of the obligation. 124
The stated redemption price at maturity is the sum of all payments on a
debt instrument over the term of the debt. It includes interest and other
amounts payable but does not include qualified stated interest to which the
taxable income. For more details, see I.R.C. §453B(e)(2) and 5 CCH Standard
Federal Tax Reporter, at 40, 1 4 1
.
122 I.R.C. §1273(a)(l).
123 Reg. §1.1273-l(a)(l).
124 I.R.C. § 163(a).
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interest should be stated on a fixed rate that is unconditionally payable 125 in
cash or property at fixed periodic intervals of 1 year or less during the entire
term of the debt instrument. 126Interest is payable at a fixed rate only if the rate
takes into account the length of the interval between payments. 127
The determination of the issue price depends upon whether the debt
instrument is publicly traded and the instrument is issued for cash or
property. 128The issue date of a debt instrument that is publicly offered is the
date on which the debt instrument is first issued to the public. 129If any debt
instrument is not publicly offered and issued for cash, the original issue date is
the date on which the debt instrument is sold by the issuer.' 30The issue date on
other debt instruments means the date on which the debt instrument is issued in
a sale or exchange. 131 If the amount of OID for a debt instrument is less than a
de minimis amount which is an amount equal to 0.025 multiplied by the
125
"Unconditionally payable" means that late payment or nonpayment may be
subject to penalties or other reasonable remedies to enforce the nonpayment . But
scheduled interest payments on a debt instrument are not unconditionally payable
because the failure to pay interest requires that the issuer forgoes paying dividends or
that interest accrues on the past due payments at a rate of 2 greater percentage
points than the stated yield . See Rev. Rul. 95-70, I.R.B. 1995-43,4.
126 1.R.C. § 1273(a)(2).
127 Reg. §1.1273-l(c)(l)(iii). If the interval between payments varies, the fixed value on
which a payment is generally based must be adjusted in order to reflect a
compounding assumption that is consistent with the length of the interval preceding
the payment . If the lengths of both the first and final interval differ from the one of the
other payment intervals, the first or final payment is considered to be made at a
fixed rate if the payment rate is reasonably adjusted to take into account the length
of the interval
.
128 For the details, see infra page at 30-35. The term "property" includes property,
services, the right to use property, but not money. See I.R.C. 1273(b)(5).
,29 I.R.C. § 1275(a)(2)(A).
130 I.R.C. § 1275(a)(2)(B).
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product of the stated redemption price of the debt instrument at maturity and
the number of complete years to maturity from the issue date, 132the amount of
OID is treated as zero because of concerns of administrative convenience, and
all stated interest is therefore treated as qualified stated interest. 133
However, the OID rules do not apply to foreign nonresident investors
holding short-term notes issued by a domestic corporation 134 so that a 30 % tax
is imposed on any amounts received by such nonresident aliens where the
short-term note matures in 183 days or less. 135
2. Debt Instruments issued for Cash
Where an acquiring corporation publicly issues discounted debt
obligations for money in order to finance a cash tender offer in a merger or
acquisition, the issue price is the first price 136 at which a substantial amount 137 of
the debt instruments is sold for money. 138The issue price of non-publicly
offered debt instruments is the price paid by the first buyer of the debt
instruments. 139The issue date of the debt instruments issued for money is the
131 1.R.C. § 1275(a)(2)(C).
132 1.R.C. §1273(a)(3); Reg. §1.1 273- 1(d)(2).
133 Reg. § 1.1 273- 1(d)(1).
134 IRS Letter Ruling 8647003, Aug. 27th, 1986.
135 1.R.C. §871,881.
136 However, the issuer price of the original Treasury Securities and the additional
Treasury Securities is the average price at which the original Treasury Securities were
sold. See Reg. §1.1275-2(d)(2)(i).
137 The regulations however have not provided yet what constitutes the substantial
amount of the debt instruments in an issue.
,38 I.R.C. §1273(b)(l).
139 1.R.C. § 1273(b)(2).
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first settlement date or closing date on which a substantial amount of the debt
instruments in the issue is sold for money. 140The amount of OID issued after
July 1,1982 must be included in the holder's gross income. The inclusive
amount is equal to the sum of the daily portions 141 of OID for each day during
the taxable year in which the holder held such a debt instrument. 142The amount
of OID is generally computed for six months. 143The holder's basis in the debt
instrument is decreased by the amount of any payment of the issuer, 144 but is
increased by the amount of OID included in gross income. 145
In case a third party purchases the debt instrument from the original
(first) holder, even if the third party pays less than the original holder's basis of
the debt instrument, the OID mechanism does not apply differently to all
subsequent debt holders with respect to income and deductions. However, if
the third party purchaser pays an acquisition premium for that debt instrument
but still less than the stated redemption price at maturity, each daily portion of
OID is reduced by a ratable amount 146 of the acquisition premium. 147In case the
subsequent purchaser even pays more than the stated redemption price at
140 Reg. §1.1273-2(a)(2).
141 The daily portions of OID are determined by allocating to each day in an accrual period
the ratable portion of the OID allocable to the accrual period. See Reg. 1 . 1 272- 1 (b)( 1 )(iv).
The accrual period may be vary in length but each accrual period can not be longer than
one year. See Reg. §1.1272-l(b)(ii).
142 1.R.C. § 1272(a)(1).
,43 I.R.C. § 1272(a)(5).
144 Reg. §1.1 272- 1(g).
145 1.R.C. § 1272(d)(2).
146 Ratable Amount = Daily Portion x [(Purchase Price of Debt Instrument - Adjusted
Issue Price increased by the portion of OID previously includible) / Sum of All Daily
Portions of OID].
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maturity, the purchaser is not required to include OID income and no
deduction is allowed to the premium. 148
3. Debt Instruments issued for Property
Where the debt instruments by an acquiring corporation are issued
directly to the seller corporation or its shareholders in M&A transactions, the
issue price is determined by whether the debt instrument is treated on an
established securities market or is issued in exchange for other property, other
than stock or securities, of a kind regularly traded on an established market.
The issue price of such debt instruments is the fair market value of such
property on the issue date. I49lf the debt instruments are issued for non-publicly
traded stock or property of the seller corporation, then the issue price of each
debt instrument will be the same with the stated redemption price at maturity,
assuming there is adequate stated interest. I50lf the debt instrument does not
provide an adequate interest rate, the issue price will be the imputed principal
amount 151 which is equal to the sum of the present values 152of all payments due
147 Reg. §1.1272-2(a)(7).
148 1.R.C. § 1272(c)(1). The OID rules also do not apply to any life insurance holder to
which §81 1(b) applies. See I.R.C. § 1272(c)(2); Reg. §1.1272-2(a)(2).
149 1.R.C. § 1272(b)(3).
150 There exists the adequate stated interest if the stated principal amount for the debt
instrument is less than or equal to the imputed principal amount of the debt. See I.R.C.
§ 1274(c)(2). The imputed principal amount is equal to the sum of the present values of all
payments due under such debt instrument. See I.R.C. §1274(b)(l). For the present value
of a payment, see infra note 152.
151 §1274(a)(2).
152 The present value of a payment is determined by applying a discount rate equal to the
applicable federal rate compound semiannually. See I.R.C. § 1274(b)(2).
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under such a debt instrument. 153The adequate stated interest on any debt
instrument is acceptable only if the stated principal is less than or equal to the
imputed principal amount. Accordingly, the stated interest always should be
equal to or greater than the applicable federal rate. 154
Where an acquirer considers buying a target corporation's property, the
acquirer might try to pay high principal price and low interest so long as he can
depreciate the acquired property. At the same time, the selling corporation can
enjoy more capital gain and less ordinary income from the transaction if the
purchase price is not attributable to depreciable property. In addition, a debt
instrument with excessively high interest 155 could further the seller's tax
avoidance purposes. Therefore, the I.R.S. provides that the issue price of debt
instruments issued under certain potentially abusive situations, such as a tax
Present Value = Payment each year / [1+ {Applicable Federal Rate(AFR) / Number of
Compounding Periods in a year}] x n .
* Number of compounding periods in a year is usually 2 because of the semiannual
compounding provision of § 1 274(b)(2)(B).
* n : Number of Compounding Times occurring for each year. For more details, see
Daniel Q. Posin, The Time Value ofMoney in Corporate Takeovers, 21 Conn. L. Rev. 49,
at 52-55, 64 (1988).
The Applicable Federal Rate(AFR) is monthly produced on the basis of the average
market yields on market obligations of the U.S. by the Treasury Department. See
§ 1274(d).
'» §1274(b)(l).
154 Thus, finally there is adequate stated interest if the stated interest is equal to or greater
than the applicable federal rate. But some scholars point out that this approach ignores
risk differences on default possibility between the credibility of the issuer corporation
and that of government. See Daniel Q. Posin, Corporate Tax Planning, ^j 4.5.3, at
Note 17.
155
If, in light of the terms of the debt instrument and the creditworthiness of the acquirer,
the interest is clearly greater than the arm's length amount of interest that otherwise
would have been charged in a cash lending transaction, then the interest is excessive. See
Reg. §1.1274-3(b)(3).
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shelter, a recent sales transaction, non-recourse financing, financing with a
term in excess of the economic life of the property, or a debt instrument with
clearly excessive interest, should be the fair market value of the property
received in exchange for the debt instrument reduced by the fair market value
of any consideration other than the debt instrument issued in consideration for
the sale or exchange. 156However, the Commissioner may not treat a situation as
potentially abusive unless it has the effect of significantly misstating basis or
the amount realized. 1"The IRS's determination whether to be potentially
abusive on the debt issuer is binding upon all subsequent holders of the debt
instrument who do not explicitly disclose an inconsistent position. 158
Where an acquirer issues convertible debt instruments which are
convertible into stock of either the issuer or a related party, 159 or into cash or
other property in an amount equal to the approximate value of such stock or
debt instrument to a seller corporation in merger or acquisition consideration,
the issue price of the debt instrument should include any amount paid for an
option to convert into stock or another debt instrument, or into cash or other
property. 160 However, with respect to the deductibility of interest on a
convertible bond, there has been controversy regarding the denial of deferral of
156 Reg. §1.1274-2(b)(3).
157 Reg. §1.1274-3(c).
158 Reg. §1.1274-3(d).
159 The term "related party" is defined under the I.R.C. §267(b) and §707(b).
160 Reg. §1.1273-2(j).
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OID deduction on the convertible bond. 161Although the OID on a convertible
debt instrument generally is deductible as interest when the OID accrues
without regard to ultimate conversion, the issuer corporation may not deduct
accrued interest on a convertible bond where the bond indenture expressly
provides for the forfeiture of accrued interest upon conversion. 162An accrual
basis corporation may not even be entitled to deduct interest on convertible
debentures until the date on which the interest was actually paid. 163
4. Special Rules on OID
Although I.R.C. Section 1274 generally applies to all debt instruments
given in consideration for sale or exchange of property, the Section 1274 does
not apply to a debt instrument if (1) all interest payable on the instrument is
qualified stated interest, (2) the stated interest rate is at least equal to the test
161 President's 'fiscal 1998 budget proposals' contained the Federal Government's
position on this issue. The government proposal suggested that the interest deduction on
convertible debt be deferred until such time as the interest is paid. A convertible debt
holder would include the interest on such instruments in gross income as under present
law. See BNA, Daily Tax Report, Joint Committee on Taxation Staff Description(JCX-6-
97) of Revenue Provisions contained in President's Fiscal 1998 Budget Proposals, Feb.
11, 1997. The Clinton administration's proposal on Dec. 7, 1995 for curbing the use of
aggressive financial planning techniques caused strong opposition by the AICPA and
20 GOP congressmen on the ground that the proposal seems an overreaction to certain
publicized financing transactions
,
and would discourage investment. See BNA, Daily
Tax Report, Taxation, Budget and Accounting, December 28,1995.
162 See Rev. Rul. 68-170, 1968-1 CB 71; Rev. Rul. 74-127, 1974-1 CB 47.
163 See IRS Letter Ruling 9340001 . An accrual basis corporation was not entitled to
deduct interest until the date on which the interest was actually paid where the
corporation had no obligation to pay any interest for the period between the last
scheduled interest payment and the conversion date.
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rate,
164
(3) the debt instrument is not issued in a potentially abusive
situation, 165(4) no payment from the buyer-borrower to the seller-lender that is
designated as points 166 is made at the time that the instrument is issued. 167In
addition, Section 1274 also does not apply to the following situations
:
I68
(1)
Any debt instrument arising from the sale or exchange of a farm 169 by an
individual, estate or testamentary trust, or certain corporations 170or
partnerships, 171 but this exception applies only if the sales price does not
exceed $1,000,000; 172 (2) Any debt instrument arising from such sale or
exchange of property if the sum of the payments received under the debt
instrument and all other debt instruments received under the sale or exchange
164 For the definition of the test rate, see Reg. §1.1274-4. See also infra note 190.
165 The potentially abusive situation is defined in Reg. §1.1274-3.
166 The "points" mean dollar obligations, instead of a higher annual interest rate, imposed
by a loan lender to the borrower at the closing.
167 Reg. § 1.1 274- 1(b)(1).
168
§ 1274(c)(3). In addition to the following seven exceptions , there exist several other
exclusions such as a debt instrument issued with regard to the sale of a principal
residence
,
a debt instrument issued in connection with sales of land between family
members(§ 1274(c)(3)(F)), a debt instrument evidencing a below-market loan under
7872(c)(Reg. § 1.1 274- 1 (b)(3)(iii). See also infra page at 49-52 for the below-market
loan), a debt instrument arising out of the sale of the personal use property as defined
in §1275(b)(3)(Reg. §1.1274-l(b)(3)(i)), and a debt instrument issued in consideration
for the transfer of property under §1041 between spouses incident to a divorce(Reg.
§1.1274-l(b)(3)(iii)).
159 The "farm" here includes stock, dairy, poultry, fruit, fur-bearing animal, and truck
farms, plantations, ranches, ranges, greenhouses or other similar structures used primarily
for the raising of agriculture or horticultural commodities and orchards. See I.R.C.
§6420(c)(2).
170 A corporation as of the date of the sale should be a small business corporation as
defined in I.R.C. §1244(c)(3). See I.R.C. §1274(c)(3)(A)(i)(II).
171 A partnership must meet the requirements similar to those of § 1244(c)(3). See
I.R.C. §1274(c )(3)(A)(i)(III).
172 1.R.C. § 1274(c)(3)(A); Reg. §1.1 274- 1(b)(2).
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and the aggregate amount of any other consideration 173 to be received from the
sale or exchange does not exceed $250,000; 174 (3) Any debt instrument under
which such debt is not due more than 6 months after the date of sale or
exchange; 175(4) Any debt instruments which are publicly traded or issued for
publicly traded property on an established securities market such as stock and
securities traded on an established securities market or issued for property of a
kind that is regularly tradable on an established securities market; 176 (5) Any
debt instrument relating to sale or exchange of patents subject to I.R.C. Section
1235(a) if any amount is contingent on the productivity, use or disposition of
the property transferred; 177 (6) Assumption of an existing debt instrument or
acquisition of property subject to any debt instrument in connection with the
sale or exchange of property unless the terms and conditions of the instrument
are modified in a manner that would constitute an exchange under I.R.C.
Section 1001. 178
Generally, the amount of OID is deductible by the issuer to the extent of
the amount which the debt instrument holder must include in his income. 179
173 Any other consideration other than a debt instrument is accounted for at its fair market
values as of the date of sale or exchange. See I.R.C. §1274(c)(3)(C)(iii).
174 I.R.C. § 1274(c)(3)(C); Reg. §1.1274 -l(b)(2)(ii)(B).
175 I.R.C. § 1274(c)(1)(B).
176 I.R.C. § 1274(c)(3)(D); Reg. §1.1273 -2(f).
177 I.R.C. § 1274(c)(3)(E).
178 I.R.C. § 1274(c)(4); Reg. §1.1274 -5(a).
179 However, Government's 1998 Budget Proposals suggested that no deduction on
interest or OID would be allowed for the debt instrument which has a maximum weighted
average maturity of more than 40 years or is payable in stock of the issuer or a related
party. In addition, the debt instrument which has a maximum term of more than 15 years
and is not shown as indebtedness on the separate Balance sheet of the issuer will be
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However, the periodic deduction rules do not apply to short-term
obligations. 180 Thus, the acquisition discount amount, which is equal to the
amount of the sum of the daily portions of such discount, and any interest
payable on short-term obligations, should be included in the holder's income
as it accrues without regard to a reception timing of any interest payment. 181
The rule of current inclusion in income extends to any short term obligation
held by an accrual method taxpayer, a bank, 182 a dealer in the ordinary course
of trade or business, a regulated investment company or a common trust fund,
a taxpayer who identifies the short-term obligations as being part of a hedging
transaction, a taxpayer who strips a short-term bond of its interest coupons, or
pass-through entities. 183
Where an acquiring corporation issues a variable rate debt instrument, the
variable rate debt instrument is converted into a fixed rate debt instrument and
then the general OID rules are applied to the debt instrument. 184The issue price
treated as equity for the debt issuer. See BNA, Daily Tax Reporter, Joint Committee on
Taxation Staff Description..., Feb. 1 1, 1997.
180 The term 'short-term obligations' means any bond, debenture, note
,
certificate or
other evidence of indebtedness which has a fixed maturity date not more than one year
from the date of issue. See I.R.C. § 1283(a)(1).
""I.R.C. §1281(a)(l),(2).
182 There is controversy on bank loans between courts and IRS. The Eighth Circuit held
that, in the light of the legislative history of §1281, this rule applies only to obligations
or debt instruments that are purchased or acquired by a bank, but not to short-term
loans by a bank to its customers in the ordinary course of business. See Security Bank
Minnesota v. Comm, 994 F.2d 432, 71 A.F.T.R. 2d 93-1959 (8th Cir. 1993). While
the IRS insists that the I.R.C. §1281 applies to short-term loans of banks.
183 I.R.C. §128 1(b). Pass-through entities include any partnership, S corporations,
trusts. See§ 128 1(b)(2)(D).
184 Reg. §1.1275-5(e).
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of a variable rate debt instrument is determined under I.R.C. regulation
§1.1273-2 and 1.1274-2.
Where a debt instrument issued by an acquirer provides for contingent
payments in which the principal and interest due are not fixed by the terms of
the debt instrument, if the contingent payment debt instrument is issued for
money or publicly traded property, the amount of interest that is taken into
account for each accrual period is generally determined by constructing a
projected payment schedule l85for the debt instrument and applying rules similar
to those for accruing OID on a noncontingent debt instrument. In case there is
a difference between projected and actual payment, if the actual payment is
more than the projected payment, the difference is a positive adjustment. A
net positive adjustment 1 86for the tax year is treated as additional interest. 187If the
actual payment is less than the projected amount, the difference is a negative
adjustment. A net negative adjustment, if any, causes interest for the tax year
to be reduced first and the holder to get ordinary loss and the issuer to have
ordinary income subject to limitation. Finally, any remaining negative
adjustment is carried forward to the following year. 188If a contingent payment
185 Under the projected payment schedule, if a contingent payment is based upon a
market-based payment , the amount of the projected is the forward price of the
contingent payment which is the amount one party would pay, as of the issue date
,
to a third party for the right to contingent payment on the settlement date. See Reg.
§1.1275-4(a)(l); Reg. §1.1275-4(b)(2); Reg. §1.1275-4(b)(4)(ii)(A). If it is not based
upon market information, the projected payment amount is the expected value of the
contingent payment as of the issue date. See Reg. §1.1 275-4(b)(4)(ii)(B).
186 Net positive Adjustment = Total positive adjustments - Total negative adjustments.
187 Reg. §1.1275-4(b)(6)(i),(ii).
188 Reg. §1.1275-4(b)(6)(iii).
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debt instrument is issued for nonpublicly traded property, the debt instrument
is separated into two different components, the noncontingent portion and the
contingent portion. 189The noncontingent payments are treated as a separate debt
instrument without regard to contingent payments, and the Section 1274
general rules for noncontingent debt instruments are applied. The contingent
portion payment is treated as a payment of principal in an amount equal to the
present value of the payment, which is determined by discounting the payment
at the test rate 190 from the date the payment is made to the issue date. Any
remainder in excess of the principal amount is treated as a payment of
interest.
191
In case an acquiring company issues junk bonds which are usually
facilitated as a bridge loan, many investment banking investors call for
applicable high-yield discount obligations(HYDO). The applicable HYDO is
defined as any debt instrument if ( 1 ) the maturity date of the debt instruments
is more than five years from the date of issue, and (2) the debt instrument's
yield to maturity equals or exceeds the sum of the applicable federal rate(AFR)
for the month in which the debt instruments are issued, plus five percentage
points, and (3) the debt instruments have significant original issue discount. 192
189 See Reg. §1.1275-4(a)(l), §1.1275-4(c)(2).
190 The test rate will be the rate for the overall debt instrument under §1.1274-4. See Reg.
§1.1275-4(c)(4)(ii)(B). See also infra note 227.
191 Reg. §1.1275-4(c)(4)(ii)(A).
192 A debt instrument is regarded as having significant OID if the aggregate amount
includible in gross income for period before the close of any accrual period exceeds
the sum of (1) the aggregate amount of interest to be paid under the instrument before
194
195
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The I.R.C. Section 163(e)(5) provides that on the applicable high yield
discount obligation no deduction may be allowed for the disqualified
portion 193of OID. Further, the remainder of such OID may not be used for a
deduction purpose until paid
If an acquiring corporation pays interest with its payment-in-kind (PIK)
debentures for the debt instruments issued, the debentures issued are generally
treated as being OID since the issuing corporation is not forced to make current
cash interest payments. l96Accordingly, the debt holder should report PIK
interest income and the PIK interest is deductible for the issuer as the interest
accrues on the debentures. The PIK interest may constitute AHYDO since the
additional bonds paid as PIK interest will be assumed as paid at the date of
maturity of the additional bonds for purposes ofAHYDO. 197 However, serious
issues concerning debentures with OID arise where there is no reasonable
expectation that the debt issuing corporation will redeem its debt with OID
pursuant to its terms. Generally, a taxpayer on the accrual method of
the close of such accrual period and (2) the product of the issue price of such
instrument and its yield to maturity. See. I.R.C. §163(i)(2).
193 The disqualified portion is the lesser of its total OID or the portion of the total
return on the obligation which bears the same ratio to its total return as the
disqualified yield on the obligation bears to the yield to maturity on the obligation.
See I.R.C. §163(e)(5)(c)(i). For the details on total return and disqualified yield, see
I.R.C. §163(e)(5)(c)(ii).
194 I.R.C. § 163(e)(5)(A).
195 Usually, PIK debenture's character has the issuer hold unilateral right to pay interest
in the form of additional bonds instead of cash interest.
196 See TAM 9538007, Sep. 1995.
197 See I.R.C. §163(i)(3)(B). "For purposes of determining whether a debt instrument is an
AHYDO, any payment to be made in form of another obligation of the issuer shall be
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accounting under Regulation Section 1.1 45- 1(a) and 1.446-2 does not need to
accrue interest in income if the interest reasonably seems to be uncollectible
when the right to receive the interest arises. 198The doubtful collectibility
exception applies where it is inappropriate to include interest because of no
reasonable expectation of receipt.'"However, I.R.S. TAM 9538007
pronounced that debt instruments with OID must accrue OID as long as a
taxpayer holds the debt instruments irrespective of the financial condition of
the debt issuer on the grounds that interest in a OID debenture is deemed paid
to the holder and the holder is deemed to relend the same amount to the issuer
so that the holder's basis in the debt instrument is increased, and that the
application of doubtful collectibility exception rule over the OID accrual
principle would cause a significant mismatching of income of a debt holder
and expense of the debt issuer. 200
5. Market Discount
Market discount means the excess of the stated redemption price of a
bond at maturity over the basis of such bond of the holder immediately after its
acquisition by the taxpayer. 201 If the bond carries original issue discount, the
stated redemption price of such bond is treated as equal to its revised issue
assumed to be made when such obligation is required to be paid in cash or property other
than such obligation."
198 Rev. Rul. 80-361, 1980-2 CB 164.
199 Jones Lumber v. Comm., 404 F.2d 764 (6th Cir. 1968); Corn Exchange Bank v.
Comm., 37 F.2d 34 (2d Cir. 1930).
200 TAM 9538007, Jun. 13, 1995.
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price. 202The revised issue price is the sum of the issue price of the bond and the
aggregate amount of OID includible in income of all holders of the bond
before the acquisition of the bond by the taxpayer. 203However, the market
discount bond does not include short term obligation with a fixed maturity date
of one year or less, any installment obligations subject to I.R.C. Section 453B,
any tax-exempt bonds as defined I.R.C. Section 1275(a)(3), and U.S. savings
bonds. 204Incidentally, although market discount functionally has the same
character as OID, the accrued market discount is not recognized as income by
the holder unless the market discount bond is disposed or redeemed by the
issuer,205or the holder otherwise makes an election to include market discount
currently into income. 206The OID holder, on the other hand, recognizes income
within the taxable year. Thus, market discount issues usually occur in the
secondary market between investors and current market discount bond holders.
Therefore, the acquiring company of a debt instrument in the secondary
market, is not affected by the deduction timing and amount for OID originally
established at the time of the bond issuance.
B. Interest Considerations on the Time Value of Money
1. The Relationship among Section 1274, 483, and 7872
201 I.R.C. § 1278(a)(2)(A).
202 I.R.C. § 1278(b)(2)(B).
203 I.R.C. § 1278(a)(4).
204 I.R.C. §1278(a)(l)(B),(C).
205 I.R.C. § 1276(a)(1).
206 I.R.C. § 1278(b).
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The monetary value of a finance transaction between a debt issuer and a
lender is determined by the amount of money payable and the time it is to be
paid. Fundamentally, the reason that the money value issue is so important is
that there is a possibility of a significant gap between the time of income
recognition for the tax purpose by the debt issuer and the time at which the
loaned money is available for the debt issuer. 207 Congress has therefore
responded to reduce the gap by introducing a rule disallowing certain interest
deductions through the Tax Reform Act of 1986, 208 and by requiring taxpayers
to recognize the money value on the receipt of a loan with an inadequate
interest rate,209and by including an allocated portion of OID in gross income. 210
With respect to a sale or exchange of property accompanying the
issuance of debt instruments with deferred payments, I.R.C. Sections 1274 and
483 govern whether adequate interest is charged on the debt instruments. 211
Normally, interest on such debt instruments should be at a rate at least equal to
the lowest applicable federal rate (AFR). If the interest rate is inadequate, then
the interest income will be imputed to the seller under the general rules of
I.R.C. Section 1274 or 483. Section 1274 applies to all debt instruments issued
in consideration for the sale or exchange of property if the stated redemption
207 Thus, the gap involves many interest issues, e.g., whether there is a constructive
payment to the lender, a prepayment of interest, or the probability of deduction to the
debt issuer.
208
.I.R.C. § 163(h).
209 I.R.C. §7872.
210 I.R.C. §1272.
211 However, neither I.R.C. §1274 nor §483 applies to some special situations under
I.R.C. §404 and §467, §1041, §1274A(c) and 1275(b) as well as §7872.
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price at maturity of the debt instrument exceeds the stated principal amount
where there is adequate stated interest, or the imputed principal amount where
there is inadequate stated interest, and if some or all of the payments under the
debt instrument are due more than six months after the date of sale or
exchange, and if the debt instrument or property sold or exchanged is publicly
traded. 212 The Section 483 rules apply only to a debt instrument arising from
the sale or exchange of nonpublicly traded property involving deferred
payments exempted from the provisions of I.R.C. Section 1274. 213 For instance,
Section 483 may apply to the sale or exchange of a farm for a price of
$1,000,000 or less, sales of the seller's principal residence, 214 sales involving
total payments of $250,000 or less, and land transfers between family members
with a cumulative sale price of $500,000 or less per year. 215 Moreover, the
imputed interest rules of I.R.C. Section 483 are also different from the OID
rules. The cash basis taxpayers under Section 483 are not required to accrue the
imputed interest on an accrual method. The tax payers can keep using their
regular method of accounting. 216
2.2 I.R.C. § 1274(c), see also CCH, Standard Federal Tax Reports, at 57,639.
2.3 See I.R.C. §483(d)(l).
214 Whether or not certain property is used as the seller's principal residence depends upon
all the facts and circumstance in each case including the good faith of the seller. See Reg.
§1.1034-l(c)(3).
215 See I.R.C. § 1274(c)(3), see also CCH, Standard Federal Tax Reports, at 41,972.
2,6 Reg. §1.483- l(a)(2)(ii).
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Where a loan217 bears below-market interest or no interest, the interest
imputation rules of the I.R.C. Section 7872 apply instead of the rules of
Section 1274 and 483. The below-market interest loans or below market loans
mean gift loans, compensation-related loans between an employer and an
employee or between an independent contractor and a service provider for the
contractor, corporate-shareholder loans, tax avoidance loans, other below-
market loans in which the interest arrangements of such loan have a significant
effect on any federal tax liability of the lender or the borrower, or loans to
qualified continuing care facilities. 218In addition, the below market loans
include a demand loan219 which bears interest payable at a rate less than the
applicable federal rate, or a term loan220in which the amount loaned exceeds the
present value of all payments due under the loan.
2. Interest on Deferred Payments under I.R.C. Section 483
Generally, I.R.C Section 483 applies to deferred payments for all kinds of
loans excepted from the provisions of Section 1273(b) and 1274. 221 Where a
debt instrument is issued in exchange for property under a contract222 allowing
217 For purposes of I.R.C. §7872, the term "loan" is interpreted broadly. It includes any
extension of credit, any money transfer, the equivalent transactions of a loan, loan
proceeds transferred, refundable deposits. See Prop. Reg. §1.7872-2; see also Conference
Committee Report, Deficit Reduction Act of 1984, P.L. 98-369.
218 See I.R.C. §7872(C).
219 For details see infra page at 50-51.
220 See infra page at 51-52.
221 I.R.C. §483(d)(l).
222 The I.R.C. §483 applies to a contract whether the contract is express(written or oral) or
implied. See Reg. §1.483- 1(a)(1).
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one or more deferred payments of the purchase price more than one year after
the date of sale, if the adequate stated interest223 is not provided, I.R.C Section
483 recharacterizes an appropriate part of the deferred payments224 as interest
which is deductible. The recharacterized portion of interest is called total
unstated interest which is an amount equal to the excess of the sum of the
payments which are due under the contract over the sum of the present values
of such deferred payments and the present values of any stated interest
payments due under the contract. 225The present value of any deferred payment
or interest payment is determined by discounting the payment from the date it
becomes due to the date of the sale or exchange at the test rate of interest. 226The
test rate is the lower of the lowest AFR during either the 3-month period
ending with the first month in which there is a binding written contract, or
during the 3-month period ending with the month in which the sale or
exchange occurs. 227The total unstated interest must be included as ordinary
income to the property seller, but is not treated as part of the amount realized
223 Generally, the adequate stated interest should be at least equal to the AFR or
other test rate of Reg. §1 .483-3, and be paid or compounded at least annually.
224 Deferred payments include part or entire payments of the sale price of the property
that are due more than six months after the date of sale or exchange.
225 1.R.C. §483(b).
226 Reg. §1.483-2(b)(2).
227 Where the term of debt instruments is 3 years or less, short-term AFRs are used. If
the term of the debt instruments is over 3 years but not more than 9 years, mid-term
AFRs are used. Long-term AFRs are used for the debt instruments in which the terms are
over 9 years. See I.R.C. § 1274(d)(1)(A). But, the test rate can't exceed 9% in case of
qualified debt instruments. See RIA, 8 United States Tax Reporter, TJ4834.01 (1997).
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from the sale or exchange of the property to the seller and is also not included
to the acquirer's basis of the property purchased. 228
If certain sales or exchanges of land constitute qualified sales229between
family members, a 6% discount rate can be applied in determining total
unstated interest unless the qualified sales aggregated exceed $500,000 during
the same calendar year. 230
Where an acquirer assumes debt instruments or property encumbered by
a debt instrument in consideration for the sale or exchange of nonpublicly
traded property between an acquirer and a seller, the debt instrument assumed
is treated as a portion of the consideration paid and received at the time of the
sale or exchange, not as a new debt issued. 23lHowever, if the terms of the debt
instrument assumed are modified, the modification is treated as a separate
transaction taking place immediately before the sale or exchange, 232and is
attributed to the seller of the property. 233
In case one or more contingent payments are provided under the contract,
the interest is computed and accounted for under rules similar to those
prescribed in Regulation Section 1.1275-4(c)(3). Each contingent payment is
228 See Reg. §1.483- 1(a)(2).
229The qualified sales are defined as any sale or exchange of land between family
member excluded nonresident alien members. See I.R.C. §483(e)(2),(4).
230 Reg. §1.483-3(b)(2)(ii).
231 See Reg. §1.483- 1(d); §1.1274-5.
232 Reg. §1.1274-5(b)(l).
233
Id. But the seller and acquirer may jointly elect another way in which the
acquirer first assumes the unmodified debt instrument and then subsequently modifies
the debt instrument. See Reg. §1.1274-5(b)(2).
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also characterized as principal and interest under similar rules to Regulation
Section 1.1 275 -4(c)(4). 234
However, I.R.C. Section 483 does not apply to such cases in which (1)
there is no deferred payment for more than a year by the contract, (2) any loan
arising from sales price of $3,000 or less, 235 (3) there is a loan arising out of the
purchase of personal property or educational services where the purchase price
is paid in installment and the interest charge can not be ascertained, 236(4) there
is a transfer of certain patents, 237as well as any debt instrument arising out of
the transaction of personal use property, 238and any loan arising out of any
transfer of property between spouses or incident to a divorce. 239
3. Below Market Interest
Below market interest issues are not typically involved in the finance of
mergers and acquisitions. But loan transactions between related parties on
which inadequate or no interest is charged under certain circumstance may
invoke the I.R.C Section 7872 rules. The main issue on the below-market loan
is that where related parties arrange loans at a lower than market rate of
interest, there seems to be a loophole in which the lender can use the below
234 See RIA, ^fl 2,7 14.037. See also supra page 39-40.
235 Reg. §1.483- 1(c)(2).
236 I.R.C. §163(b)(l),(2) and §483(d)(3). Interestingly, under I.R.C. § 163(b) the interest
rate may be applied differently to the seller and acquirer. See I.R.C. § 163(b)(l),(2).
See also Clark Boardman Callaghan, 2 Law of Federal Income Taxation,
§12C.59(1994).
237 1.RC. §483(d)(4).
238 1.RC. § 1275(b).
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market loan as a device of shifting income, and, at the same time, the borrower
can enjoy the device as a gift, dividend, compensation or other relevant
payment. In Dean v. Commissioner , a historical case on this issue, the Court
rejected the IRS' argument on the ground that the imputed income to the
corporation would be offset by a corresponding interest deduction to the
shareholder (the so called a "wash" effect). 240The Tax Reform Act of 1984
responded to that issue by imputing interest to a below market loan and by
imputing the constructive payment from the lender to the borrower. 241
Accordingly the lender is deemed to have made a payment equal to the
foregone interest to the borrower. 242The borrower is deemed to have been
repaid such amount as interest to the lender. The borrower's deemed interest
paid is generally deductible or amortizable. 243The lender's constructive interest
is included in his gross income. 244
Where the below market loan is a demand loan which is payable in full at
any time on the demand of the lender and the interest is payable at a rate less
than the AFR, the lender is treated as transferring the forgone interest to the
-Reg.§1.483-l(c)(3)(i).
240 Dean v. Comm ., 35 T.C. 1083 (1961). Courts had sustained this stance until TRA of
1984 was enacted. See Hardee v. U.S., 708 F.2d 661 (Fed. Cir. 1983); Greenspun v.
Comm., 670 F.2d 123 (9th Cir. 1982); Martin v. Comm. 649 F.2d 1133 (5th Cir.
1981).
241 See I.R.C. §7872.
242 The foregone interest means the difference between the amount of interest that
would be payable in a given period under AFR and any interest actually payable on
the loan during the same period. See I.R.C. §7872(e)(2).
243 But this deduction is subjected to other limitations such as §163(d),(h), §265(a)(2)
and §469.
244 See I.R.C. §61 (a)(4).
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borrower as a gift, dividend, contribution to capital, compensation or other
payment, according to the loan type involved. The borrower is treated as
retransferring the forgone interest to the lender as interest. 245In the case of a
domestic shareholder who receives a no-interest demand loan from his foreign
corporation, the shareholder is treated as making interest payments to the
foreign corporation. 246The domestic shareholder therefore has the burden of
withholding taxes on the imputed U.S. source income of the foreign
corporation247 . However, the Proposed Regulations prescribe that Section 7872
is not applicable to a domestic borrower, which is not a C corporation under
Section 1361(a)(2), of the below market loan, except a compensated loan and a
corporation-shareholder loan from a foreign lender, unless the interest income
imputed to the foreign lender is effectively connected with the conduct of a
U.S. trade or business under Section 864(c) or is not exempt from U.S.
income taxation under an applicable income tax treaty. 248
If the below market loan is a term loan which is not a demand loan249 and
the amount loaned exceeds the present value250 of all payments due under the
245 I.RC. §7872(a)(l).
246 D. Climaco v. I.R.S., 77 A.F.T.R 2d 96-1252, 96-1 USTC P 50,153 (E.D.N.Y.
1996).
™See\.R.C. §88 1(a).
248 Prop. Reg. §1.7872-5(c)(2).
249 Generally, the definition of the term loan is broadly defined as a loan which is not a
demand loan. See I.R.C. §7872(f)(6).
250 The present value of any payment is determined by using a discount rate equal to the
applicable federal rate under regulations issued by the IRS as of the date of the loan. See
I.R.C. §7872(f)(l); Prop. Reg. §1.7872-14.
52
loan, the deemed amount transferred which is the amount of the excess251 is
treated as a dividend, contribution to capital, or other payment depending on
the type of transaction. The lender is treated as receiving the interest income
under the OID rules at a constant rate of interest over the life of the term loan.
The same amount of interest is also regarded as paid by the borrower. 252
Gift loans are below-market loans where the forgone interest is in the
nature of a gift. 253A gift loan is treated as a gift or demand loan for tax purposes
of the interest income. 254A gift term loan is also treated under the rules of a
demand loan. However gift loans between natural individuals are not subject to
those rules of the below-market loan unless the aggregate outstanding amount
of loans exceeds $10,000. 255
251 This excess is also treated as OID which is able to be added to any other OID on that
loan.
52 Conference Committee Report, Deficit Reduction Act of 1984, P.L. 98-369.
I.R.C. 7872(f)(3)
However, for the gift tax purposes the rules of term loan are applied to a gift loan. See
I.R.C. §7872(d)(2).
255 I.R.C. §7872(d)(2)(A).
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Chapter Four Interest on Indebtedness Incurred by a
Corporation to Acquire Stock or Assets of
Another Corporation
A. Interest Deduction and Corporate Acquisition
The deductibility of interest256 is a crucial factor in both a taxable
acquisition and tax-free reorganization consideration. Generally, interest paid
on debt is deductible and the repayment of debt principal is nontaxable while
dividends paid on the stock provided in consideration for another corporation's
acquisition would not be deductible. In fact, the merger fever of the 1960s
was basically built on the debt finance in which the acquirers enjoyed taking
advantage of interest deductions. The Tax Reform Act of 1969 introduced
256 Interest is defined as the amount paid or accrued per unit of time for the use of
borrowed money. See Thompson v. Comm., 73 T.C. 878 (1980). The interest that is
entitled to deduction should be based on indebtedness which is an unconditionally
existing and legally enforceable obligation to pay. Historically, most interest paid or
accrued in a taxable year was deductible regardless of the character of the borrowed
money, but after the TRAof 1986 the traditional views of the interest deduction have
been eroded greatly. Interest on consumer debt is not deductible any longer except
certain home mortgage interest. See I.R.C. § 163(h). Investment interest is deductible
only to the extent of net investment income. See I.R.C. § 163(d). Interest paid or
incurred by individual taxpayers to purchase tax exempt bonds is not deductible .
See I.R.C. §265(a)(2). Interest in connection with passive activity is deductible only
to the extent of income from passive activities. See I.R.C. §469; § 163(d)(5);
§ 163(h)(2)(c). In addition to these, there are other special provisions on the
construction of certain types of real property {see I.R.C. §263A(f)), tax deficiencies
(I.R.C. § 163(h)(2)(E)), certain life insurance or annuity contracts (I.R.C. §264),
transactions between related parties (I.R.C. §267(a)(2)), stock or assets acquisition of
another corporation (I.R.C. §269), purchasing or carrying market discount bonds
(I.R.C. §1277).
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limitations on the deductibility of corporate acquisition indebtedness257 to curb
debt finance by an acquiring corporation in corporate mergers and
acquisitions. 258
However, there is considerable leeway to avoid Section 279 applications
because Section 279 applies only to interest on indebtedness incurred to
acquire stock or asset of another corporation. For instance, Section 279 does
not apply where a debt instrument of an acquirer is issued to provide
consideration for an acquired corporation's stock and then the acquired
corporation ends up liable for all or part of the debt incurred in the transaction
so that the debt is thereby treated as a redemption rather than as acquisition
consideration,259or an issuer offers a combination of its subordinated debt
which is not convertible and common stock, 260 or an acquisition debt is split
into a holding parent corporation's hand and a subsidiary's through an original
parent corporation's split so that neither corporation's debt is expressly
subordinated. 261 In addition, the Section 279 rules do not cover the leveraged
257 The term "corporate acquisition indebtedness" means any obligation evidenced
by a bond, debenture, note, certificate or other evidence of indebtedness to pay for
the acquisition of stock or at least two-thirds of all the assets( excluding cash),
which are used in trade and business, of an acquired corporation. See I.R.C.
§279(b).
258 See I.R.C. §279.
259 For more details, see Martin D. Ginsburg and Jack S. Levin, Mergers, Acquisitions,
and Buyouts, 389 PLI/Tax 121, at 814 (1997).
260 IRS Letter Ruling 8810001, Oct. 1, 1987; GCM 39706. Oct.9, 1987.
261 See infra page 58-60 for the subordination test and see also Martin D. Ginsburg and
Jack S. Levin, Mergers, Acquisitions, and Buyouts, 389 PLI/Tax at 812.
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recapitalization of a target corporation or financing designed to fend off hostile
takeovers as well as certain reorganizations. 262
On the other hand, there is one more important hurdle to be considered
with respect to interest deduction on corporate acquisition indebtedness. I.R.C.
Section 385(a) authorizes the Secretary of the Treasury to prescribe regulations
to determine whether an interest in a corporation is debt or equity263 for tax
purposes. 264 Section 385 thus prevents a debt-issuing corporation from treating
its debt instrument issued as debt for interest deduction purpose, while a debt
holder corporation claims it is a dividend for purposes of the dividend received
deduction. 265 Therefore, in order for a corporate debt issuer to defend any
interest deduction successfully, one should satisfy the debt-equity guidelines of
I.R.S. and case law tests on debt-equity as well as the statutory tests of Section
279.
B. Maximum Interest Amount Deductible
262 There is another limitation on the interest deduction at the acquiring corporation's
shareholder level. If the shareholders of an acquiring corporation borrow money to
finance the target purchase in a leverage buyout(LBO), the shareholders' deduction on the
investment interest is limited only to the extent of the taxpayer's net investment income
for the taxable year. See I.R.C. § 163(d)(1). The investment interest exceeding the net
investment income may be carried forward and treated as investment interest paid or
accrued in the succeeding taxable year. See I.R.C. § 163(d)(2).
263 For the debt-equity guidelines, see supra note 9. See also supra note 10 for case
law tests on debt-equity. See also H.R.Rep. 91-413, 91 st Cong. 1 st Sess. 101 (1969). The
enactment of I.R.C. §279 was also part of an effort to provide debt-equity guidelines
according with the trend of increasing mergers and consolidations .
m SeelXLC. §385(a).
265 See also 5 CCH, Standard Federal Tax Reporter, at 34830.
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The maximum amount of deductible interest on corporate acquisition
indebtedness is $5 million. 266 The interest amount includes both stated interest
and unstated interest such as OID. 267 The $5 million limitation is further
reduced by the amount of interest paid or incurred during such year on
obligations issued after December 31,1 967 in order to acquire another
corporation's stock or assets, but which is not corporate indebtedness. 268 If the
interest is incurred from an acquirer's multiple acquisitions, the total
cumulated interest amount is limited by the $5 million deduction rule. The
obligations issued under Section 279 include the giving of a note or other
evidence of indebtedness to a bank or other lender as well as an issuance of a
bond or debenture. 269The issue date of the obligation is the date on which the
issue is first offered to the public where the obligation is registered with the
Security and Exchange Commission. If the obligation is not so registered, the
issue date would be the date on which the obligation is sold to a first buyer. 270
C. Corporate Acquisition Indebtedness
The Section 297 disallowance pertains to interest attributable to corporate
acquisition indebtedness and reaches not only the debt that is directly issued in
exchange for another corporation's stock or assets, but also the debt that is
issued to raise funds to purchase another corporation's stock or assets and that
266
267
268
269
270
I.R.C. §279(a).
Reg. §1.279-2(b)(2).
I.R.C. §279(a)(2); Reg. §1.279-2(a)(2).
Reg. §1.279-2(b)(l).
Id.
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is issued to replace the acquirer's working capital spent to acquire another
corporation.271 Corporate acquisition indebtedness is determined in terms of
four requirements or tests: the acquisition indebtedness test, the subordination
test, the convertibility test, and debt-equity ratio test or projected earning
test.
272
1 . The Acquisition Indebtedness Test
For purposes of Section 279, bonds or other acquisition debt instruments
of an acquirer must be issued directly or indirectly to provide consideration for
the acquisition of stock or assets of another corporation pursuant to a plan
under which at least two-thirds in value of all the operating assets(excluding
cash) of the acquired corporation are acquired. 273 The rules still apply where an
acquirer uses its wholly owned subsidiary's obligations instead of using its
own debt instruments. 274
If the acquired corporation's stock constitutes at least two-thirds in value
of all the assets(excluding cash) of the corporation, such acquisition is deemed
an asset acquisition under Section 279(b)(1)(B). If an acquiring corporation
acquires less than two-thirds of all the assets and such assets include stock of
the acquired corporation, the acquisition of such stock is a stock acquisition.
In such a case, the amount of the obligation characterized as corporate
271 See Martin D. Ginsburg and Jack S. Levin, Mergers, Acquisitions, and Buyouts, 389
PLI/Tax at 811.
272 Reg. §1.279-3(a).
273 1.R.C. §279(b)(l); Reg. §1.279-3(b).
274 Reg. §1.279-3(b)(l).
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acquisition indebtedness bears the same relationship to the total amount of the
obligation issued as the fair market value of the stock acquired bears to the
total of the fair market value of the assets and stock acquired, as of the date of
acquisition. 275However, if the debt issuing corporation owns less than 5 percent
of the total combined voting power of all classes of stock entitled to vote of the
acquired corporation at the close of the tax year, the obligation issued will not
be considered corporate acquisition indebtedness. 276
If the debt issuing corporation issues an obligation directly or indirectly
to acquire at least two-thirds of the gross value of all the operating assets
(excluding money) of the acquired corporation, the acquisition will be treated
as an asset acquisition under the Section 279(b)(l)(B). 277The gross value of any
acquired asset will be its fair market value as of the date of its acquisition. In
determining the fair market value of an asset, no reduction is to be made for
any liabilities, mortgages, liens, or other encumbrances to which the asset or
any part thereof may be subjected. In the case of an asset temporarily not being
used in the trade or business of the acquired corporation, that asset will be
treated as if it is actually being used.
2. Subordination Test
278
275 Reg. §1.279-3(b)(3)(i).
275 I.R.C. §279(d)(5); Reg. §1.279-4(b)(l).
277 Reg. §1.279-3 (b)(4)(i).
278
Id.
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Under the subordination test, an acquiring corporation's debt, whether
outstanding or subsequently issued, must be subordinated either generally to
the claims of the issuing corporation's creditor or expressly to any substantial
amount of unsecured debt. 279 In case the subordination terms are provided in
the evidence of indebtedness itself or in any agreement between both parties to
such obligation, the obligation is regarded as expressly subordinated. Where
an obligation by its terms can become subordinated to right of payment to any
substantial amount of unsecured outstanding or issued subsequently
indebtedness280
,
the obligation is also considered to be expressly
subordinated. 281 But subordination that occurs by operation of law, such as the
bankruptcy laws, is not considered expressly subordinated. 282 In fact, however,
this subordination test has not been applied narrowly by the I.R.S. For
instance, where an acquiring corporation, which is a member of a corporate
group, in a merger consideration uses its common stock and convertible senior
subordinated debentures which are subordinated only to the secured debt of the
acquiring corporation but not to any unsecured debt, there is no application of
Section 279 because the subordinated debt is not subordinated expressly to
any 'unsecured' debt and the debentures issued by a member of the group are
279 See I.R.C. §279(b)(2); Reg. §1.279-3(c). The term "substantial amount of unsecured
indebtedness" means an amount of unsecured indebtedness equal to 5 percent or more of
the face amount of obligations issued under §279(b)(l). See Reg. §1.279-3(c)(2).
280 The substantial amount of unsecured indebtedness is defined as an amount of
unsecured indebtedness equal to 5 percent or more of the face amount of the obligation
issued in the acquisition. See Reg. §1.279-3(c)(2).
281 Reg. §1.279-3(c)(2).
282
Id.
60
generally not considered to be subordinated to trade creditors of other members
of the group. 283Even where an acquiring corporation issues convertible
debentures, if the convertible debentures provide an express agreement that
"the indebtedness evidenced by the debentures shall rank equally with all
existing and future indebtedness of the acquirer except for such indebtedness
as may be required by bankruptcy or other laws affecting the rights of creditors
generally," the debentures are not treated as expressly subordinated to the right
of payment of any substantial amount of unsecured indebtedness. 284
3. Convertibility Test
The debt instrument issued, under the convertibility test, must directly or
indirectly be convertible into stock of the issuing corporation or be part of an
investment unit or other arrangement including an option to purchase directly
or indirectly stock of the issuing corporation. 285 If the debt itself is convertible
into an acquirer's stock or the debt is issued as part of an investment package
that contains an option to acquire the acquirer's stock, the convertibility test is
met. 286 Stock warrants or convertible preferred stock included as part of an
283 IRS Letter Ruling 8640073, Jul. 10, 1986.
284 IRS Letter Ruling 8336009, Jun. 9, 1983. See also IRS Letter Ruling 8337018, Jun. 9,
1983. The I.R.S. also sustained the same stance where an acquirer corporation, which is
one of members in a group, issued a combination of cash, preferred stock, convertible
preferred stock, and convertible debentures which have the same conditional agreement
words explained in IRS Ltr. 8336009.
285 I.R.C. §279(b)(3); Reg. §1.279-3(d).
286 TAM 8810001, Oct. 1,1987.
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investment unit may constitute the options. 287 If the conversion feature gives
the holder the convertible right into another bond of the issuing corporation
which is afterward convertible into the stock of the issuing corporation, the
indebtedness is treated as indirectly convertible. 288However, in case a
combination of common stock and subordinated notes, which are offered
proportionally, are used in the acquisition of a corporation, the convertibility
test is not satisfied unless the notes are convertible or constitute part of an
investment unit with an option to acquire the acquirer's stock even if the debt
is issued along with common stock. 289 If the issuing corporation is a member of
an affiliated group, 290 the affiliated group is treated as the issuing corporation
under the purpose of Section 279(b)(3) provision. 291
4. Debt-Equity or Projected Earning Test
a. Debt-Equity Ratio Test
Where an acquiring corporation issues any obligation as consideration for
the acquisition of stock or two-thirds of the assets of another corporation, if the
debt-equity ratio of the debt-issuing corporation exceeds 2 : 1 as of the last
287 Reg. §1.279-3(d)(2).
288
Id.
289 GCM 39706, Mar. 14, 1988. See also TAM 8810001, Oct. 1, 1987.
290 The term "affiliated group" means one or more chains of includible corporations
connected through stock ownership with a common parent corporation which is an
includible corporation where the common parent owns at least 80% stock with voting
power and value in one of the other includible corporations and each of the includible
corporations is owned directly by one or more of the other includible corporations. See
I.R.C. § 1504(a).
291 Reg. §1.279-3(d)(2).
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day of the issuing corporation's taxable year, the debt-equity test under
corporate acquisition indebtedness rules is satisfied. 292 The ratio of debt to
equity of the acquiring corporation is determined by comparing the amount of
the corporation's equity, which is produced by subtracting its total
indebtedness293 from the sum of its cash and the adjusted basis of its property,
with the corporation's total indebtedness. An obligation which is not held to be
corporate acquisition indebtedness within the taxable year of the issuing
corporation may be subjected to the test again in any subsequent taxable year
in which the issuing corporation issues any obligation for an acquisition under
I.R.C. Section 279(b)(1) with respect to the same acquired corporation
irrespective of whether such subsequent obligation is itself classified as
corporate acquisition indebtedness. 294If the issuing corporation is a member of
an affiliated group, the affiliated group will be treated as the issuing
corporation.
b. Projected Earnings Test
The requirement of corporate acquisition indebtedness can be satisfied if
the projected earnings of the corporation do not exceed three times the annual
interest costs to be paid or incurred295 even though the debt-equity ratio does
not exceed 2:1.
292 I.R.C. §279(b)(4)(A).
293 Total indebtedness here includes short-term liabilities like accounts payable.
294 Reg. §1.279-5(b)(2)(i).
295 1.R.C. §279(b)(4)(B).
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(1) Projected earnings
The projected earnings of the issuing corporation are average annual
earnings which are the amount of the earnings and profits of the issuing
corporation for any 3-year period. 296 The earnings and profits for the 3-year
period are reduced to an annual average by dividing the earnings and profits by
36 and multiplying the quotient by 12. If the issuing corporation has not
existed for three years yet, its average annual earnings are determined by
dividing its earnings and profits for the period of its existence by the number of
whole calendar months in that period and multiplying the quotient by 12. 297 The
earnings and profits are computed without reduction for interest, depreciation
or amortization, taxes, or distributions298 under I.R.C. Section 301(c)(1). 299 In
case the issuing corporation has acquired control 300 or substantially all of assets
of the acquired corporation, the average annual earnings and profits include
the earnings and profits of both the issuing corporation and acquired
corporation. 301 If the issuing corporation is a member of an affiliated group, all
members of the affiliated group are treated as the issuing group. The earnings
296 Reg. §1.279-5(d)(2).
297 Reg. §1.279-5(d)(3)(ii).
298 However, the distributions do not include such dividends from the acquired
corporation to the issuing corporation.
299 Reg. §1.279-5(d)(3).
300 The term "control" means the ownership of stock possessing at least 80% of the total
combined voting power of all classes of stock entitled to vote and at least 80% of the total
number of shares of all other classes of stock of the corporation.
301 I.R.C. §279(c)(3).
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and profits of such corporation are taken into account only for the period
during which it was a member of the affiliated group. 302
(2) Annual interest costs
The annual interest costs mean the annual interest paid or incurred303 in a
tax year with reference to a corporation's total outstanding indebtedness. If the
issuing corporation acquires control or substantially all of the properties of the
acquired corporation, the annual interest costs are determined by reference to
the combined total outstanding indebtedness of both the issuing corporation
and the acquired corporation. 304However, if the issuing corporation acquires
substantially all of the assets of the acquired corporation, the annual interest
costs are determined by reference to the total outstanding indebtedness of the
issuing corporation only, including any indebtedness it assumed in the
acquisition, as of the last day of any taxable year of the issuing corporation
5. Special Rules
a. Banks and lending or finance companies
Where an issuing corporation is a bank or is primarily engaged in a
lending or finance business, 306 the total indebtedness of such corporation in
305
302 Reg. §1.279-6(a).
303 The annual interest to be paid or incurred includes both actual interest and unstated
interest such as OID and amounts treated as interest under §483. See Reg. §1.279-5(e)(l).
304 1.R.C. §279(c)(4).
305 Reg. §1.279-5(e)(l)(ii).
306 The lending or finance business means a business of making loan or purchasing or
discounting accounts receivable, notes, or installment obligations. See Reg. §1.279-
5(g)(l)(iii).
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determining the debt-equity ratio is reduced by the amount equal to the total
indebtedness owed to such corporation which arises out of the banking
business or the lending or finance business of such corporation. 307 In
determining the annual interest costs, the amount of such interest is reduced by
an amount which bears the same ratio to the amount of such interest as the
amount of the reduction for the taxable year bears to the total indebtedness of
such corporation. 308 The amount of the earnings and profits for the 3-year
period in determining the average annual earnings is also reduced by the sum
of the reductions incurred under the rules for determining annual interest. 309
Even if the bank or lending or finance corporation is a member of an affiliated
group, the rules described above regarding the debt-equity ratio, annual interest
costs, and average annual earnings and profits also apply.
b. Special three-year rule
If an obligation deemed corporate acquisition indebtedness would not be
such corporate acquisition indebtedness as of the close of each of any 3
consecutive years under those general tests of Section 279, then the obligation
will not be corporate acquisition indebtedness any more for any later taxable
years after such 3 consecutive taxable years. 310
c. Redetermination where control or substantially all the properties
have been acquired
I.R.C. §279(c)(5)(A), Reg. §1.279-5(g)(l)(i).
Reg.§1.279-5(g)(l)(ii).
Reg.§1.279-5(g)(l)(iii).
Reg. §1.279-4(a).
66
An obligation determined to be corporate acquisition indebtedness as of
the close of a taxable year of the issuing corporation under the test of
projected earnings of the issuing corporation only, but not under the test of
projected earnings of both the issuing corporation and the acquired
corporation, will not be corporate acquisition indebtedness for such later
taxable year and all taxable years thereafter. If the obligation ceases to be
corporate acquisition indebtedness, the interest incurred in connection with
such ceased corporate acquisition indebtedness would be deductible for the
taxable year in which the obligation ceases to be corporate acquisition
indebtedness and all following years, but would reduce the $5 million
limitation of Section 279(a)(1). 3n
d. Certain nontaxable transactions
Where the issuing corporation in a tax-free reorganization acquires stock
of another cooperation which has already been under control of the issuing
corporation, the debt obligation incurred in that acquisition does not qualify as
corporate acquisition indebtedness. 312
e. Changes in obligations
The issuing corporation's obligation as corporate acquisition
indebtedness can not be deemed to be a newly issued obligation by any
extension, renewal, or refinancing of an original obligation. 313 However, where
a corporation issues new debt to refinance old debt that was not tainted under
3,1 Reg. §1.279-5(b)(3).
312 1.R.C. §279(e).
3,3 I.R.C. §279(h)(l).
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Section 279, the interest deduction limitation rules of Section 279 do not
apply. 314 Further, where an acquirer used bank loans which were not
subordinated or convertible at the time of the acquisitions, the acquirer's new
convertible and subordinated debt instruments issued to retire the preexisting
bank debt were not treated as corporate acquisition indebtedness under Section
279 since the taxpayer did not contemplate the refinancing plan at the time the
bank loan was incurred. 315
3,4 G.C.M. 39618, Mar. 19, 1987; IRS Letter Ruling 8712059, Dec. 23, 1986. Where an
acquiring corporation acquired another corporation with a bank loan which was initially
nontainted by I.R.C. §279 and the acquiring corporation then issued convertible
subordinated bonds to repay the bank loan, the I.R.S. conceded that the convertible
subordinated debentures were not tainted by §279 on the ground that the original bank
loan was not a mere sham or conduit to avoid the §279 application.
315 IRS Letter Ruling 8712004, Dec. 11, 1986.
Chapter Five Deductibility of Merger and Acquisition Expenses
A. Deductible Expense v. Capital Expenditure
Whether expenses incurred or paid in the process ofM&As are
deductible or must be capitalized has been one of the most controversial issues
over the years. Almost all mergers or acquisitions involve disputes over the
deductibility of appraisers' fees, legal and accounting fees, other professional
fees, and brokerage fees relevant to raising funds, etc. These controversies
stem from the different tax effects of business expenses and capital
expenditures, in which business expenses are currently deductible but capital
expenditures are depreciated or amortized over the life of the relevant asset. 316
The history3 l7of the deductibility of the business expenses reveals that the
deductions are "a matter of legislative grace"318 in which the scope of
316 When useful life of an asset can not be ascertained, the capital expenditure is deducted
upon the corporation's dissolution. See Black hills Corp. v. Comm., 73 F.3d 799, at 805
(9th Cir. 1994).
317 For instance, Congress in 1942 Act allowed the deduction of certain non-trade or non-
business expenses incurred to produce or collect income, or to manage, conserve,
maintain income producing property, or to determine one's tax liability. See I.R.C. §212,
§23(a)(2). The Tax Reform Act of 1986 limited the use of losses from investments. See
TRA of 1986, P.L, 99-514. The Revenue Reconciliation Act of 1993 limited the
deduction of meal and entertainment expenses and of travel expenses of a spouse or
dependent and of lobbying expenses. See the Revenue Reconciliation Act of 1993, P.L.,
103-66.
3,8 INDOPCO v. Comm., 503 U.S. 79, at 83(1992); Interstate Transit Lines v. Comm.,
316 U.S. 590, at 593 (1943); New Colonial Ice Co. v. Helvering, 292 U.S. 435, at 440
(1934).
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deductions allowed has fluctuated. The rationale for the current deductibility of
business expenses is based upon the view that certain business expenses should
be regarded as a portion of current business operation costs incurred for the
taxable year.
I.R.C. Section 162(a) allows a deduction for all the ordinary and
necessary expenses paid or incurred during the taxable year in carrying on any
trade or business. I.R.C. Section 263(a) allows no deductions for capital
expenditures, prescribing that no deduction is allowed for any amount paid out
for permanent improvements or betterment made to increase the value of any
property. Nondeductible expenses must therefore be capitalized. 319 The
primary purpose of I.R.C. Sections 162 and 263 is to "match expenses with the
revenues of the taxable period to which the expenses are properly attributable,
thereby resulting in a more accurate calculation of net income for tax
purposes.
"
320The timing of a taxpayer's cost recovery thus depends on whether
a payment falls within the business expense or capital expenditure category.
However, although I.R.C. Section 263 provides a general means of
distinguishing capital expenditures from currently deductible expenses, it does
not provide a complete enumerated list of nondeductible expenditures. Thus,
the INDOPCO Court acknowledged that "the decisive distinctions between
current expenses and capital expenditures are those of degree and not of
kind, 321 and that the cases sometimes appear difficult to harmonize because
319 Comm. v. Idaho Power Co., 418 U.S. 1, 94 S.Ct. 2757 (1974).
320 INDOPCO, 503 U.S. at 84; Idaho Power Co., 418 U.S. at 16.
321 INDOPCO , 503 U.S. at 86 (quoting Welch v. Helvering, 290 U.S. 1 1 1 (1933)).
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each case turns on its special facts."322 Generally, courts' attitudes on the
deductibility issues have been well represented by Plainfield-Union Water Co.
v. Commissioner in which the Tax Court defined that "an expenditure which
returns property to the state it was in before the situation prompting the
expenditure arose, and which does not make the relevant property more
valuable, more useful, or longer-lived, is usually deemed a deductible
repair."323
The burden of proof for showing the right to the business expense
deduction is usually on the taxpayer because deductions are considered to be
exceptions to the 'norm of capitalization' and are construed strictly. 324
B. Deduction Requirements for Business Expenses
In order for a payment to be deductible as a business expense under
Section 162(a), the payment must "(1) be paid or incurred during the taxable
years, (2) be for carrying on any trade or business, (3) be an expense, (4) be a
necessary expense, and (5) be an ordinary expense.
1. Definition of Trade or Business
"325
322
Id. (quoting Deputy v. Du Pont, 308 U.S. 488 (1940). See also Welch, 290 U.S. at 1 16.
The Welch Court even spoke that to attempt to harmonize the current expenses and
capital expenditures would be a futile task.
323 Plainfield-Union Water Co. v. Comm .. 39 T.C. 333, at 337(1962).
324 INDOPCO, 504 U.S. at 84; A.E. Staley Manufacturing Company and Subsidiaries v.
Comm., 119 F.3d 482, 486 (7th Cir. 1997).
325 Comm. v. Lincoln Saving & Loan Association, 403 U.S. 345, at 352 (1971).
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The term "trade or business" is not defined by statue, but generally is
interpreted as an activity carried on with continuity and regularity for
economic profit and livelihood. 326 Although a reasonable expectation of profit
is not necessary to a trade or business, the corporation must at least be initiated
or conducted in a good faith intention for making a profit or producing income
other than for pleasure in a hobby. 327
In fact, whether a taxpayer's activities constitute a trade or business
depends upon a factual determination. 328The expenses to be deductible must be
incurred or paid in carrying on a trade or business, and incurred by the tax
payer engaged in the trade or business. 329Pre-opening expenses incurred to start
or resume a trade or business are not deductible. 330However, the start-up
expenses331 may be armortizable over a period of not less than 60 months under
the individual rules related. 332 But, where a taxpayer incurs costs to expand an
existing business, the costs are currently deductible business expenses. 333The
326 See 2 CCU, Trade or Business Expenses, ^8470.01 1, 1J847 1.01.
327 J.C. Thomas v. Patterson, 289 F.2d 108 (1961). See also Mercer v. Comm., T.C.
Memo 1966-82, rev'd. 376 F.2d 708 (1967).
328 C.E. McManuc III v. Comm., T.C. Memo 1987-457 (4th Cir. 1988).
329 2 CCH, at 118470.011.
330 Mortton Frank v. Comm., 20 T.C. 511 (1953); Westervelt v. Comm., 8 T.C. 1248
(1947).
331 The start-up expenses include any amount paid or incurred in connection with
(l)investigating the creating or business, (2) creating an active trade or business, (3) any
activity engaged in for profit and the production of income before the day on which the
active trade or business begins. See I.R.C. § 195(c).
332 I.R.C. § 195(b)(1). With respect to the individual rules, see §195 for the amortization
of travel and investigation costs, §248 for the amortization of organizational costs, and
§709 for the amortization of partnership's organization costs.
333 See NCNB Corp. v. Comm., 684 F.2d 285, 82-2 U.S.T.C. J 9469 (4th Cir. 1982).
Costs incurred by a bank to develop branch banking facilities, but not to purchase
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maintenance costs of skill and equipment during a period of indefinite business
suspension are not deductible as trade or business expenses. 334
There exists a little noticed rule applicable to securities trading, when
securities trading by a trader335 is substantial and frequent, the trader may be
treated as engaged in a trade or business under Section 1 62(a), 336 even though
a taxpayer's personal investment activities are not treated as a trade or business
regardless of the investments' volume or frequency. 337
2. Scope of Ordinary and Necessary Expenses Deductible
An ordinary expense is the expense that is related to a transaction of
common or frequent occurrence in the type of business involved. 338But, it is not
necessary for ordinary expense to occur regularly or to be habitual or
normal, 339 rather the ordinary expense may be incurred only once in a life
time. 340If the expenditure incurred is a usual expense for the business
community in which the taxpayer participates, the expense is deemed
separate or distinct additional assets, were deductible business expenses. See also IRS
Letter Ruling 8303012, Oct. 7, 1982. Costs incurred in the recruiting and training of a
work force to establish a new manufacturing facility could be deductible because the
costs did not create or enhance a separate and distinct asset or property interest.
334 Rev. Rul. 77-32, 1977-1 CB 38.
335 A trader is a person who manages his own investments, while a dealer is a merchant
who owns an established place of business, and buys and sells securities to customers.
336 R. P. Groetzinger v. Comm, 480 U.S. 23, 107 S.Ct. 980 (1987). The court rejected the
I.R.S. stance that an individual must offer goods and services to others in order to be
engaged in a trade or business. See also R. J. Carmel v. Comm., 134 B.R.890, 69
A.F.T.R.2d 92-560 (1991).
337 Higgins v. Comm., 312 U.S. 212, 61 S.Ct. 475 (1941).
338 Deputy v. Du Pont, 308 U.S. 488, at 495 (1940).
339 Polak's Frutal Works, Inc. v. U.S., 281 F.2d 261, at 263 (2d Cir. 1960).
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ordinary. 341 However, where a taxpayer's payment is based on no bona fide
liability to pay and results in no benefit to the taxpayer's business such as
voluntary payments or voluntary assumption of a loss, the expenditure
generally is not ordinary. 342
The term "necessary" under the context of Section 162 imposes "only the
minimal requirement that the expense be appropriate and helpful for the
development of the taxpayer's business."343 The necessary expense does not
mean an expense indispensable to the continuation of the business, but should
at least be appropriate or helpful expense for the business ends.
In case a corporation makes payments to an attorney who was hired to
defend the business from threatened destruction, the expenses paid are ordinary
and necessary. 344However, where a father's company subsidizes a son's
company in violation of the Communication Act, the father company's
litigation fees paid to many attorneys are not deductible. 345The expenditures
340 A. E. Staley Manufacturing, 119 F.3d at 487 (quoting Welch, 290 U.S. at 1 14).
341
Id.
342 Polak's Frutal Works Inc. v. U.S., 281 F.2d at 263. "Normally an expenditure is not
ordinary if no liability exists and there is neither demand nor acceptance of any
consideration in return for such expenditure." See also Clark v. Comm., 30 T.C. 1330
(1958); Marks v. Comm., 27 T.C. 464 (1956). However, see Conti v. Comm., 31 T.C.M.
(CCH) 348 (1972). The fact that the payment was voluntarily made does not
automatically deprive petitioner of the claimed deduction. See also Pepper v. Comm., 36
T.C. 886(1961).
343 INDOPCO, 503 U.S. at 84 (quoting Welch, 290 U.S. at 113).
344 Comm. v. Heininger, 320 U.S. 467, 64 S.Ct. 249 (1943). Attorney fees incurred by a
mail-order dentist in resisting a postal fraud charge which would have ended his business
were deductible as an ordinary and necessary business expenses.
345 Northwestern Indiana Telephone Co. v. Comm., 127 F.3d 643 (7th Cir. 1997). The
Court declared that the issue in this case was whether the expense was the father
company's business expense or the father's personal expenditure rather than whether it
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incurred by a taxpayer to protect its business reputation or avoid unfavorable
business or commercial publicity were regarded as deductible expenses. 346 An
insurance organization's expenses for educational and risk reduction programs
were ordinary and necessary business expenses if the payments were incurred
pursuant to a contractual obligation. 347 However, the expenses incurred by a
loan officer who supported prospective customers' foreign travel were not
deductible since such tours were not directly related to the active business of
the loan officer. 348 Where a taxpayer corporation used its sole shareholder's
house to store materials for business, the repair expense incurred for the house
was not entitled to deduction for any depreciation. 349
3. Time Limitation of Expenditures Incurred
The expenditures incurred under Section 162(a) are deductible only if the
expenses have been incurred in a year in which a taxpayer was engaged in a
trade or business. If a taxpayer's payment is not made during the taxable year,
the expenses paid in connection with the cash receipt transaction are not
allowed to be deducted. 350 Under the accrual method, the expenses to be
was a deductible business expense or a capital expenditure of the company. See 127 F.3d
at 645.
346 Thompson v. Comm, 46 T.C.M. (CCH) 1 109 (1983).
347 North Carolina Association of Insurance Agents, Inc. v. Comm., 739 F.2d 949, 84-2
U.S.T.C. If 9668 (4th Cir. 1984).
348 James. B. Walliser v. Comm., 72 T.C. 433 (1979).
349 Larry O. Gill v. Comm., 67 T.C.M. (CCH)231 1, TC Memo 1994-92, aff d on another
issue, 77 A.F.T.R.2d 96-997 (6th Cir. 1996).
350 See Professional Services v. Comm., 79 T.C. 888 (1982). For the deductible amounts
allowable for the taxable year in which paid, see Reg. §1.461-1.
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deductible should be based on the liability fixed after economic performance
and all of the events have occurred. 351
C. Capital Expenditures
A capital expenditure is any outlay paid for property acquisition or
permanent improvement or betterment made to increase the value of any
property or estate,352or expended in property restoration or in making good the
exhaustion thereof for which an allowance is or has been made. 353 The
increased value is determined by comparing the value, use, life expectancy,
strength, capacity of an asset with the status of the asset before the condition
necessitating the expenditure. 354 Capital expenditures are not subjected to
immediate deduction in the year in which the expenses are incurred, but added
to the basis of the related properties, and afterward deducted over time
pursuant to annual depreciation deduction rules. Thus, I.R.C. Section 263
considerably limits the scope of the section 162. The Section 263 therefore
"serves to prevent a taxpayer from utilizing currently a deduction properly
attributable, through amortization, to later tax years when the capital asset
becomes income producing."355
Whether an expenditure is a capital expenditure or business expense
deductible basically depends upon the particular facts and circumstances in
351 Reg. §1.461 -l(a)(2)(ii).
352 I.R.C. §263(a)(l).
353 1.R.C. §263(a)(2).
354 Plaintifield-Union Water Co., 39 T.C. at 338.
355 Comm. v. Idaho Power Co., 418 U.S. 1, at 16, 94 S.Ct. 2757, 2766 (1974).
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each case. However, more complicated questions arise where the character of
certain expenditure is not clear enough to distinguish the two356 and an
expenditure may represent partly a business expense and partly a capital
expenditure. 3 57
1 . Origin of the Claim Test
The origin of the claim test was first introduced in United States v.
Gilmore , 358to determine whether certain deduction was a personal or business
expense. In Woodward v. Commissioner, the Court considered the nature of
the transaction out of which the expenditures arose in order to determine
whether a payment was a deductible expense or a capital expenditure. 359Thus,
those costs that were directly related to the purchase of a capital asset like stock
356 For instance, severance payments by a taxpayer to its employees are deductible
business expenses under I.R.C. §162 even if some future benefits may be produced. See
Rev. Rul. 94-77, 1994-51 I.R.B. 4. Recent IRS Letter Ruling 9721002 also pronounced
that a new target's payments paid for severance to old target corporation employees after
the I.R.C. §338 asset acquisition could be deductible. See 9721002, Jan. 24, 1997. In
TAM 9240004, Jun. 29, 1992, the I.R.S. required certain asbestos removal fees to be
capitalized by a taxpayer, but allowed recapsulating fees of exposed asbestos in an
adjacent warehouse to deduct. In 1994, I.R.S. Rev. Rul. 94-38 provided the expenses for
soil remedy and water treatment to clean up land and water are deductible. See Rev. Rul.
94-38, 1991-1 CB 35. However, in 1995, the I.R.S. prohibited certain environmental
study costs and associated consulting and legal fees from deducting expenses. See TAM
9541005, Oct. 13, 1995. Recently, in TAM 9627002, I.R.S. again revoked and
superseded the TAM 9541005, providing that taxpayers could elect to treat certain
environmental remedy expenditures as deductible in the year paid or incurred. See TAM
9627002, Jan. 17, 1996.
357 Such expenses as stock appraisal fees, accounting fees incurred in connection with a
hostile takeover attack but the appraisal and accounting report are later used in the
process of friendly takeover negotiation. See infra page 82-83.
358 U.S. v. Gilmore , 372 U.S. 39 (1963).
359 Woodward v. Comm .. 397 U.S. 572 (1970).
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are not allowed to be deducted. 360 In fact, under the origin test, most courts
examine the nature of the lawsuit at issue, the action of the defendant, and the
type of transaction from which the claim arose. 361
2. Separate and Distinct Test
In Commissioner v. Lincoln savings & Loan Association , the Supreme
Court held that a taxpayer's expenditure that serves to create or enhance
essentially a separate and distinct asset should be capitalized under section
263. 362However, this does not mean that the creation of a separate and distinct
asset is a necessary condition to be classified as capital expenditure, but it
may constitute a sufficient condition. 363
3. Future Benefit Test
The INDOPCO Court clarified that the statement in Lincoln Savings in
which "the presence of an ensuing benefit that may have some future aspect is
360 The Woodward Court actually rejected the 'primary purpose test' in which a taxpayer's
motive or purpose was a significantly important factor in determining the deductibility of
expenditures at issue.
361 See Fort Howard Corporation and Subsidiaries v. Comm., 103 T.C. 345, at 359-360
(1994). (quoting U.S. v. Gilmore, 372 U.S. 39 (1963); Comm. v. Tellier, 383 U.S. 687
(1966); Woodward v. Comm., 397 U.S. 572 (1970); U.S. v. Hilton Hotels Corp., 397
U.S. 580 (1970); Accardo v. Comm., 942 F.2d 444 (7th Cir. 1991)).
362 Lincoln Savings & Loans Association , 403 U.S., at 354.
363 INDOPCO, 503 U.S. at 87. Thus, INDOPCO Court acknowledged that the separate
and distinct test may not be the sole tool to determine the capital expenditure in nature.
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not controlling"364 does not "prohibit reliance on future benefit as a means of
distinguishing an ordinary business expense from a capital expenditure."365
Whether a taxpayer realizes the benefits arising from the expenditure beyond
the year in which the expense is incurred is also a crucial factor to determine
the nature of an expenditure even though the mere presence of an incidental
future benefit may not warrant the capitalization. 366The INDOPCO Court
further stated that I.R.C. Section 263(a)(1) itself in light of its reference to
'permanent improvements or betterments' provides an inquiry into the duration
and the benefit extent realized by the taxpayer. 367
However, the future benefit test does not seem to provide enough
guidance whether certain expenditure must be capitalized or deducted. 368The
I.R.S. even after INDOPCO announced that the deduction of training costs
364 The Lincoln Savings & Loans Association Court explained that reason saying that
"many expenses concededly deductible have prospective effect beyond the taxable year."
See Comm. v. Lincoln Savings & Loans Ass'n, 403 U.S. 345, at 354.
365 INDOPCO, 503 U.S. at 87.
366 Id See also Black Hills Corp. v. Comm., 73 F.3d 799 (8th Cir. 1996). The paid
insurance premiums producing significant benefits that extend beyond the current tax
years are not deductible. See also U.S. v. Mississippi Chemical Corp., 405 U.S. 298, at
310 (1972). "The expense that is of value in more than one taxable year is nondeductible
capital expenditure."
367 INDOPCO, 503 U.S. at 88.
368 Unfortunately, even far after the INDOPCO decision, taxpayers are still in trouble
understanding the deductibility character. The Committee on Tax Accounting asked
I.R.S. to issue detailed guidance about the INDOPCO decision's impacts on three broad
expenditure areas: ongoing business activities, business acquisitions, and extraordinary
"sunk" costs where there is no expectation of future income. See BNA, Daily Tax Report,
Tax Deductions: More IRS Guidance on Deductions urged in wake of 'INDOPCO'
Decision, May 28, 1996.
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under Section 162 is not affected by the INDOPCO decision. 369 Accordingly,
the payments incurred or paid for training employees and updating training
materials as well as trainer costs are deductible even if the training may have
some future benefits. 370Advertising costs are also deductible despite the fact
that advertising results in future benefits. 371 The I.R.S. also declared that the
amounts paid or incurred for incidental repair costs are deductible business
expenses even if they may have some future benefits. 372 However, the
'incidental repair' claim may not be a defense for a taxpayer's deduction. In
Swig Investment Co. v. U.S. , the Federal Circuit held that the expenses arisen
out of replacing a hotel's parapets and cornices which were determined by the
city to be hazardous were capital expenditures since the expenditures produced
significant future benefits. 373
D. Deductibility of Takeover Costs
1 . Friendly Takeover Expenditures v. Hostile Takeover Expenses
The deductibility issues on corporate takeover costs focus mainly around
brokerage fees (including investment banking fees), legal and accounting fees
369 See BNA, Daily Tax Report, Dec. 24, 1996. (quoting the "IRS Revenue Ruling 96-62
on effect of Supreme Court's decision in 'INDOPCO' on treatment of training costs as
business expenses").
370 See Ithaca Industries, Inc. v. Comm., 97 T.C. 253, at 271 (1991). Training costs is
capitalized only in the unusual circumstance in which the training is intended primarily
to obtain future benefits significantly.
371 See A. E. Staley Manufacturing Co., 1 19 F.3d at 489, note 5.
372 1.R.S. Rev. Rul. 94-77, 1994-51 IRB 4.
373 The Swig Investment Co. v. U.S. , 98 F.3d 1395, 78 A.F.T.R. 2d 96-6705 (Fed. Cir.
1996).
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(including appraisal fees), and other fees related to shareholders. These
controversies begin with the question whether the merger or acquisition costs
can be ordinary and necessary business expenses for either an acquired
corporation or an acquiring corporation,374 or both, and whether the merger or
acquisition activity itself can be treated as resulting in future benefits for the
acquired corporation.
In INDOPCO, the Court held that acquisition-related expenses including
investment banking fees incurred by an acquired corporation in a friendly
takeover do not qualify for deduction as ordinary and necessary expense under
the Section 162(a), and bear the indicia of capital expenditure. 375 The Court's
decision relied on the grounds that the acquisition would create some
'synergy' effects which provide significant long-term future benefits, 376and that
the expenditures having to do with "the corporation's operations and
betterment for the duration of the capital asset's existence or for the indefinite
future or for a time longer than the current taxable year" are capital in
nature.
377
Despite the INDOPCO decision, there still exist many possible
questions on when a separate and distinct asset is regarded as being created,
374 Generally, an acquiring corporation's debt financing costs in a merger or acquisition
are not deductible but amortizable over the life of the debt obligation, and legal fees and
investment bankers fees are also usually not deductible but capitalizable in the basis of
new assets or stock acquired. See Rev. Rul. 67-125, 1967-1 C.B. 31.
375 INDOPCO, 503 U.S. at 90.
376
Id. at 89 (quoting General Bancshares Corp. v. Comm., 326 F.2d 712 (8th Cir. 1964)).
377
Id. at 90 (quoting General Bancshares Corp., and Mills Estate, Inc. v. Comm., 206
F.2d 244 (2d Cir. 1953)).
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and when the taxpayer could realize future benefits with respect to especially
hostile takeovers, half hostile takeovers which would later turn to friendly
takeovers, or abandoned takeovers. 378 In fact, in a recent Seventh Circuit case,
A.E. Staley Manufacturing Company v. Commissioner , the Court held that the
fees arising out of a failed effort to defeat a hostile tender offer was deductible
as an ordinary and necessary expenses379 despite of the INDOPCO Court's
position on the deductibility of merger expenses. 380 Therefore, whether the
merger activity itself in the process of every corporation's normal business is
able to be treated as a ordinary and necessary business activities still a major
concern for the hostile takeovers.
2. Friendly Takeover Expenditures
Generally, brokerage and other related expenses in a friendly takeover are
capital expenditures. The INDOPCO Court ruled that investment bankers' fees
and legal fees incurred in a friendly takeover were not currently deductible.
378 Even in a friendly takeover case, if the acquiring corporation gets a bankruptcy due to
heavy financial merger burdens soon after the takeover within the taxable year in which
the takeover occurred, the future benefits test would be meaningless.
379 A.E. Staley Manufacturing Company and Subsidiaries v. Commissioner , 119 F.3d.
482, 80 A.F.T.R. 2d 97-5060 (7th Cir. 1997).
380 Although the INDOPCO Court did not distinguish between friendly takeover expenses
and hostile takeover expense, it seems to clear that the Court is reluctant to allow
deduction of merger expenses in light of its citing Motion Picture Capital Corp. v.
Comm., in which the Motion Picture Capital Corp. Court stated that "mergers in broad
concept may be ordinary and necessary business occurrences, but merger expenses are
not necessary in the ordinary course of the taxpayer's conduct. On the contrary, they were
made necessary by its decision to carry on its business no longer. Therefore, the expenses
are not deductible." See Motion Picture Capital Corp. v. Comm., 80 F.2d 872, at 873, 874
(2d Cir. 1936). See also INDOPCO, 503 U.S. at 90, note 8.
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The Court also clarified that expenses incurred in reorganizing or in changing
corporate structure are not deductible. 381
Notwithstanding the INDOPCO decision, certain friendly takeover cases
which originated from hostile takeover attacks but later turned out to be a
friendly takeover have been controversial on those deduction issues. In Victory
Markets Inc. v. Commissioner , 382 the Tax Court followed INDOPCO 's future
benefits theory, saying that professional services' fees, including financial
advisory fees and fairness opinion fees, incurred in connection with protecting
an unsolicited takeover offer were not deductible on the grounds that the
taxpayer never activated its defensive plan which caused the taxpayer to spend
those fees, rather adopted it as a bargaining enhancement, 383 and the unsolicited
takeover offer was in the end turned to a friendly takeover resulting in long-
term benefits. 384 However, in A. E. Staley Manufacturing Company, the Court
came to a different conclusion from Victory Markets'. 385 In Staley
Manufacturing Co., when a taxpayer, Staley Continental, Inc. and Subsidiaries
381 INDOPCO, 503 U.S. at 89 (quoting B. Bittker & J. Eustice, Federal Income Taxation
of Corporation and Shareholder, pp 5-33 to 36 (5
th
ed. 1987)).
382 Victory Markets Inc. v. Comm. . 99 T.C. 648 (1992). Petitioner, Victory Markets
which owned and operated grocery stores and related businesses in a NY area, received
a takeover tender offer from LNC Industries. Victory made an agreement with Willkie
Fair for advice and services with respect to any possible merger or tender offer or sale.
Victory's board of directors rejected the offer. LNC increased its offer again. Victory
rejected it again. Finally, Victory entered into an agreement and plan of merger with
LNG.
383 Victory Markets Inc., 99 T.C. at 661.
384
Id. at 663, 665.
385 One factual difference noticeable is that in Victory Markets, the hostile takeover
offerer did not make a tender offer directly to the shareholder, but in Staley
Manufacturing Co., the offerer did it before both companies agreed with the deal.
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("SCI") received a hostile takeover tender offer from Tate & Lyle, the board
of SCI hired investment bankers to evaluate the tender offer and get assistance.
After several refusals and reofferings between SCI and Tate & Lyle, the SCI
board determined to accept the offer. The Tax Court did not allow the
deduction for fees paid to investment bankers in connection with the hostile
takeover. 386 However, the U.S. Court of Appeals for the Seventh Circuit
reversed the Tax Court decision, clarifying that the expenses paid, except stock
evaluation fees of the target corporation, in an unsuccessful effort to defeat a
hostile tender offer were deductible ordinary and necessary business
expenses. 387 The Staley court allocated the merger expenses into two parts:
a deductible expense portion and a nondeductible capital expenditure portion.
The portion that served the functions of facilitating the merger, such as the
evaluation of the target stock and other few hours of facilitate work performed
by the investment bankers at the time of merger, should be capitalized. But,
other fees occurred are deductible expenses. 388
The I.R.S. stance on the hostile takeover attempt case prior to the
INDOPCO decision was also very strict regarding deductibility. In I.R.S.
Letter Ruling 9043004, the I.R.S. held that expenses incurred by a corporation
in connection with resisting an unfriendly takeover were deductible as ordinary
and necessary business expenses, but those expenses incurred to find a white
386 Staley Manufacturing Company, 105 T.C. 166 (1995).
387 Staley Manufacturing Company, 1 19 F.3d. at 489, 492.
388
Id. at 492. But this approach also may have many technical problems to divide the
expenses into two. See also infra page 89.
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knight and facilitate either a merger or target's stock sale were not deductible
or amortizable because they create long-term benefits to the corporation.
Therefore, fairness opinion fees of investment bankers, standstill agreement389
fees, and all other expenses related to the sale of the target's stock were not
deductible. 390
In general, legal fees incurred in conjunction with a stock interest
appraisal of the minority shareholder before merger should be capitalized since
the legal fees consist of part of the determination of the sale price. 391 Legal
expenses incurred due to a suit of a dissenting shareholder in a merger were
deductible, but the amount paid for the settlement to the dissenting shareholder
was a capital expense because it was an additional payment for the
shareholder's stock. 392 However, the I.R.S. stance with respect to the payments
in settlement of lawsuits was that the expenses were currently deductible only
if the acts giving rise to the litigation were performed in the taxpayer's
ordinary course of business. 393Legal fees incurred in connection with obtaining
a control in a foreign subsidiary's reorganization are also capital expenses
389 The standstill agreement usually limits the maximum amount of target stock for which
a white knight helper can buy in order to prevent the white knight's hostile attack later.
390 IRS Letter Ruling 9043004, Oct. 26, 1990.
391 Third National Bank in Nashville v. Comm, 427 F.2d 343, 70-1 USTC 1J9430 (6th Cir.
1970).
392 The Vermont Bank & Trust Co. v. U.S., 296 F. Supp. 682 (1969). See also Larchfield
Corp. v. Comm., 373 F.2d 159, 67-1 USTC y)\ 40 (2d Cir. 1966). Those fees and
expenses related to a defending a derivative suit brought by a minority shareholder group
were deductible business expenses where the expenses were not attributable to recovery
of stock.
393 Rev. Rul. 80-21 1, 1980-2 C.B. 57.
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since the expenses are an integral of the asset acquisition of the liquidated
foreign subsidiary.394
Accounting fees paid for routine accounting services are generally
deductible ordinary and necessary business expenses rather than capital
expenditure, 395and accounting fees incurred in liquidation are also deductible as
business expenses. 396 However, if the accounting fees are paid in connection
with reorganization the expenses are capital expenditures. 397
In the case of legal and accounting fees incurred in acquiring a taxpayer's
own stock, the expenses are generally capital expenditures. 398In Fort Howard
Corporation and Subsidiaries v. Commissioner , the Tax Court held that where
a taxpayer used debt financing from investment bankers to redempt its own
stock on the purpose of increasing its stockholders' value, I.R.C. Section
1 62(k) prohibits corporate deductions for amounts paid or incurred in
connection with its own stock redemption, except for the interest. 399
The cost of officers' and directors' liability insurance is generally a
deductible business expense for a corporation400 because insurance cost is one
of the deductible business expenses specified by Regulation Section 1.162-
1(a). But where the insurance premiums are paid for officers' and directors'
394 Gerli & Co., Inc. v. Comm., 73 T.C. 1019, Rev'd on another issue, 668 F.2d 691, 82-1
USTC 1J9167 (2d Cir. 1982).
395 Malone & Hyde, Inc. v. Comm., 568 F.2d 474, 78-1 USTC 1J9199 (6th Cir. 1978).
396 Braiks v. Henricksen, 43 F.Supp. 254 (1942).
397 Rev. Rul. 67-41 1, 1967-2 CB 124.
398 White Star Drive-in Laundry and Cleaners, Inc. v. Comm., 72-2 USTC 1J9683 (1972);
IRS Letter Ruling 8741009, Jun. 12, 1987.
399 Fort Howard Corporation and Subsidiaries v. Comm. . 103 T.C, at 367, 368.
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liability subsequent to a corporate merger, the I.R.S. ruled that the cost of
insurance premiums should be capitalized and amortized over the 60 month
life of the insurance policy instead of being capitalized to the merger
transaction401 or deducted immediately since the premiums were not part of the
normal business operations of the taxpayer and the origin of the insurance cost
was not the merger transaction.402 However, the payments made by a taxpayer
to its employees in satisfaction of a pre-existing obligation of a compensatory
nature prior to a corporate reorganization are treated as currently deductible
expenses. 403
3. Hostile Takeover Expenses
Generally, expenses incurred by a corporation in connection with
resisting a hostile takeover are deductible ordinary and necessary business
expenses. The expenditures for protection of an existing investment,
400 Rev. Rul. 69-491, 1969-2 CB 22.
401 However, this bizarre approach raises serious questions about the result of the origin
test applied by the I.R.S. For instance, if an acquired corporation in a merger pays
legal and other professional fees plus premiums to attorneys and accountants and
other professionals who have sustained normal business relationships for a long time
under the 'retainer' contracts, all those expenses incurred could be deductible under
I.R.S. 's origin test since the expenses have their origins in the taxpayer's normal
business operations, not in the merger transaction.
402 IRS Letter Ruling 9402004, Sep. 10, 1993.
403 IRS Letter Ruling 9527005, Mar. 15, 1995. See also TAM 954003, Jun. 30, 1995.
Where pursuant to an acquisition agreement with an acquiring corporation, a taxpayer
canceled all its stock options and stock appreciation rights(SARs) to key employees
which had existed before any takeover tender offer was made, the settlement payments
for the cancellation were deductible since such a management incentive plan was a pre-
existing obligation of a compensatory nature and the payments' origin was not the
acquisition but the employment relationship between a taxpayer and the option holders.
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continuation of an established business, or preservation of existing income are
treated as deductible ordinary business expenses under I.R.C. Section 162.404
On the other hand, the I.R.S. did not allow the deduction of expenses incurred
by a hostile takeover attack unless a taxpayer directly resisted the hostile offer
and proved no possibility of any possible future takeover offer or long term
benefits. 405In I.R.S. Letter Ruling 9144042, the IRS relaxed its position
providing that professional fees incurred during the course of an unsuccessful
tender offer must be allocated based upon the specific services performed such
as professional fees in connection with filing administrative and judicial
actions to enjoin the hostile takeover attempt, or professional fees in
connection with rendering the fairness opinion, or professional fees in
connection with self tender offer and the counter offer of a raider's stock.
Under these circumstances, the allocated fees must be determined by the I.R.S.
depending upon whether the taxpayer will realize significant long-term
benefits from the expenditures incurred or paid. 406 However, in United States v.
Federated Department Stores Inc. ,407 the Court held that break-up fees paid to
404 Staley Manufacturing Co., 1 19 F.3d at 488; NCNB Corp. v. U.S. 684 F.2d 285, 290 (
4th Cir. 1982).
405 I.R.S. Letter Ruling 9043004, Jul. 9, 1990.
406 I.R.S. Letter Ruling 9144042, Jul. 1, 1991.
407 United States v. Federated Department Stores, Inc. , 171 B.R. 603, 94-2 USTC 1J50430
(DC Ohio 1994). In this case, Allied Stores Corporation, which is one of the largest
department store chains in America, received an unsolicited takeover offer from
Campeau. Allied refused the offer because of Campeau's massive debt outstanding.
Instead, Allied negotiated with a possible white knight, Edward DeBartolo Corp. Allied
agreed to escrow funds sufficient to pay DeBartolo "break-up" fees of $1 per share and
all out of pocket expenses. But Campeau finally succeeded in getting control of Allied by
purchasing Allied stock from a arbitrage company. After that, Allied paid DeBartolo
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white knights in connection with a failed merger defense to a hostile takeover
are deductible ordinary necessary expenses on the grounds that the break-up
fees were an attempt to defend the business against attack, not to change the
corporate structure for future benefits of operation, and the 'synergy' effects
for long-term benefits did not result from the merger where two companies
owned wholly unrelated business operations, and the break-up fees were
associated with an abandoned capital transaction408 which was a part of failed
merger transactions. 409
Court decisions on hostile takeover costs are further developed in A.E.
Staley Manufacturing Co. The Seventh Circuit Judge Ripple examined the
context of the expenditures and services for which the investment bankers were
paid in the failed takeover case,410and then remanded for the Tax Court to
allocate a portion of the fees as capital expenditures, to the extent they were
related to the facilitation of activities of investment bankers and printers
performed in preparing the taxpayer's stock evaluation and in prefacilitating
the final merger at the time of the expense consummation. 4 " The other fees
paid in connection with failed defense efforts and capital transactions during
$1 16,298,236 in break-up fees in accordance with the DeBartolo merger proposal, and
then deducted this payment in full.
408 See infra page at 89-91.
409 The I.R.S. insisted in the failed merger defense case that there existed only one
successful transaction. But the Court rejected it saying that there were two separate
transactions in nature which were the failed merger transactions with the respective white
knights and the successful merger transactions with the a final acquirer. See Federated
Department Stores, Inc., 171 B.R. at 61 1.
410 Staley Manufacturing Co., 119 F.3d. 482 at 491.
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the abandoned period were allowed to be deducted. 412 However, the Court
conceded that the allocation may not be easy, but believed that the
"Commissioner could facilitate greatly the collection of the revenues by
issuing precise regulations." 413
With respect to the deductibility of capital transaction cost incurred in a
failed merger (so called, abandoned capital transaction cost), there are two
possible grounds for deduction: deduction under I.R.C. Section 162 as ordinary
and necessary business expense, and deduction under I.R.C. Section 165 as
losses not compensated by insurance or otherwise. 4l4The loss deductible under
the Section 165 should be evidenced by a closed and completed transaction,
fixed by an identifiable event, and sustained during the taxable year, and also
be a bona fide loss. 415 The abandonment loss in a failed merger is treated as
deductible when the merger or acquisition transaction is abandoned or
discontinued. 416In Federated Department Stores, the Court rejected the I.R.S.
position that the fees incurred during the failed merger defense should be
considered capital expenditures of the completed final merger, and not a loss
from the abandonment of the failed merger. 417The Court even conceded that
the expenses expended after a failed capital transaction may be currently
4.1
Id. at 492,493. See also Ellis Banking Corp. v. Comm, 688 F.2d 1376, at 1382, 1383.
Tax Court should try to make an allocation to its best ability.
4.2 Staley Manufacturing Co., 1 19 F.3d. at 493.
413
Id.
4,4 1.R.C. § 165(a).
4.5 Reg. §1. 165- 1(b).
4.6 See Reg. §1. 165-2(a).
4.7 Federated Department Stores Inc., 171 B.R. at 612.
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deducted as a loss even though the failed transaction is somewhat useful in a
future transaction. 4 18In Portland Furniture Manufacturing Company v.
Commissioner, the Court also allowed a current deduction for such expenses as
appraisers fees, accountants and attorneys fees, and other experts fees incurred
before the taxpayer abandoned the initial merger plan since the original merger
plan had clearly been abandoned even if the remaining information provided
some benefit for the taxpayer's subsequent merger in the following year.419
Accordingly, those fees, including break-up fees, paid to investment bankers
with respect to the abandoned transactions occurred in a failed merger defense
are generally deductible. 420Even in a corporate organization or reorganization,
the expenses incurred in the development period of the plans may become
deductible when the plans are abandoned. 421 In case a taxpayer abandoned two
of three proposals for recapitalization, the expenses that were allocated to the
two abandoned proposals were deductible if the proposals were not alternatives
but separate plans. 422If the proposals are alternative, all the abandonment
expenses the entire transaction should be abandoned to be
deductible. 423Revenue Ruling 73-580 also allows deduction of the amounts
paid in connection with abandoned plans for mergers and acquisitions as losses
418
Id.
419 Portland Furniture Manufacturing Co. v. Comm. , 30 B.T.A. 878, at 881 (1934).
420 A.E. Staley Manufacturing Co., 119 F.3d at 490; Federated Department Stores Inc.,
171 B.R. at 611.
421 El Paso Co. v. United States, 694 F.2d 703, at 712 (Fed Cir. 1982).
422 See Sibley, Lindsay & Curr Co. v. Comm., 15 T.C. 106 at 1 10 (1950).
423 Larsen v. Comm., 66 T.C. 478, at 483 (1976).
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in the year in which the abandonment occurs. 424However, I.R.S. Letter Ruling
9402004 did not apply the abandonment deduction rules where a taxpayer
publicly sought to sell its company and thereby one of seven prospective
buyers acquired all the outstanding stock of the taxpayer. The I.R.S. stated that
expenses arising out of six unsuccessful merger transaction efforts were not
abandonment losses since the negotiations with seven potential buyers were
part of a single transaction which was successfully completed in the end, and
the sale plan was never abandoned. 425
424 Rev. Rul. 73-580, 1973-2 CB 86.
425 I.R.S. Letter Ruling 9402004, Sep. 10, 1993.
Chapter Six Debt Instrument's International Aspects in M&As
A. In General
One explanation for the tax complexities in corporate mergers and
acquisitions(M&As) may be that the economic functions of a corporation's
stock and assets have not been firmly tied to each other legally and practically
so that each part, despite the fact that both were once melted into one body at
the formation of the corporation, grows up separately and produces its own
gain or loss. The debt instrument's applicability to both is not always the
same.
426 However, the debt instrument's inherent characteristics, such as
deductibility of interest expense or deferral of income recognition, will not
necessarily distinguish between the two under the relevant codes.
A debt instrument's effectiveness becomes much more significant in the
international M&A area when it is utilized in conjunction with a tax-free
reorganization. In fact, the tax free-reorganization is not a tax-free transaction
permanently but a tax deferral transaction. A debt instrument's character
therefore may make a tax-free reorganization as well as a taxable transaction
reach a higher stage far beyond the result of a normal tax planning. In addition,
in the area of international taxation, the value of distinguishing between a
426 Installment method of reporting is, for example, not available for the sale of the stock
or securities which are traded on an established market. See also supra page 13-14.
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taxable transaction and a tax-free reorganization has been reduced
considerably because tax effects of the international transaction could be quite
different from one taxing place to another so that the choice of a taxing place
by a selling or buying corporation may induce a taxpayer not to rely upon only
a taxable transaction or only a tax-free transaction. 427 For instance, where a
taxpayer considers selling his corporation in a higher taxing country, he might
try to move that deal to a lower taxing country, and then he could take the
taxable transaction right away in the new country. The existence of Tax treaty
heaven in that case may be the first element considered by the selling
corporation. The choice of a debt-financing place also should be considered
sufficiently since acquisition financing in abroad by a foreign acquiring
subsidiary of a U.S. parent corporation would affect foreign tax credits of the
U.S. corporation as well as the amount of gain recognition by the foreign
subsidiary.
B. Debt Instrument's Deduction and Deferral in International
Transaction
The characteristics of debt instruments that allow deduction of interest
expenses or gain recognition deferral on original issue discount(OID) or
installment method of reporting basically do not change in international
transactions. However, several important exceptions other than general rules
427 However, this consideration will not work in domestic transactions except for state and
local tax purposes.
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on debt instruments could provide taxpayers in international M&As with
crucial results that would otherwise be impossible in a cash transaction. For
example, where a domestic acquiring corporation issues debt instruments to
acquire stock or assets of a foreign target corporation all of whose substantial
income is from sources out of the United States for the three year period prior
to the acquisition, the $5,000,000 interest deduction limitation under the I.R.C.
Section 279 does not apply. 428Therefore, the indebtedness incurred by the
acquiring corporation does not reduce the $5,000,000 deductible maximum
amount available in any domestic M&A activities of the acquiring
corporation. 429 Where the U.S. parent corporation issues foreign targeting
bonds and its foreign subsidiary purchases the obligations abroad, the U.S.
parent corporation can even enjoy a dividend equivalent effect430 and interest
expense deduction in spite of the I.R.C. Section 163(f) deduction limitation431
and the Section 163(j) earnings stripping rules. 432
Under the installment method, the income recognized for any taxable
year from a disposition of property is the proportion of the payments received
in such year out of the gross profit.433Where a taxpayer receives an installment
428 I.R.C. §279(c).
429 See Reg. §1.279-3(g)(l).
430 See infra page 117-118.
431 I.R.C. § 163(f). The deduction of interest expenses on debt obligations is not allowed
unless the obligations are in registered form. But the registration is not required where (1)
a natural person issues obligations, (2) obligations are not a type offered to the public, (3)
obligations' maturity at issue is not more than 1 year, or (4) obligations are issued to
foreign persons.
432 See infra page 96-99.
433 I.R.C. §453(c).
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obligation in connection with the I.R.C. Section 351(b) exchange434or a
corporation issues installment obligations with respect to the Section 302(a)
distribution in redemption of stock,435the installment method of reporting is still
available for the obligation holders. If a U.S. shareholder receives a third
party's installment obligation, other than the foreign liquidating corporation's
own obligations, which was acquired in respect of a sale or exchange by the
distributing corporation during the 1 2 month liquidation period, in exchange
for his stock in a section 331 complete liquidation, the U.S. shareholder's
income is not recognized until the installment obligation is paid. 436 In an I.R.C.
Section 332 liquidation, the installment obligations obtained by a parent
corporation are also not charged because of the Section 337. 437With respect to
the I.R.C. Section 1248 gain from certain sales or exchanges of stock in a
foreign corporation, the gain may be reported under the installment method in
which each installment payment is deemed to consist of gain included in gross
income as a dividend.438
Original Issue Discount(OID) which is the difference between the stated
redemption price and issue price of a debt instrument is treated as deductible
interest in accordance with the aggregate daily portions of the OID during the
434 Reg. §1. 453-1 (f)(3)(ii). The installment obligation is treated as boot in the I.R.C. §351
transaction.
435 Reg. §1.453- 1(f)(4).
436 I.R.C. §453(h)(l)(A).
437 See I.R.C. §453B(d).
438 See Reg. §1.1248-l(f)(l). However, whether the foreign corporation can issue its own
installment obligations at the time of being sold or exchanged for its stock, other than the
installment obligations acquired from third parties is a question that may arise.
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taxable year regardless of being paid by the issuer to the debt instrument
holders. 439However, if the OID debt instrument is held by a related foreign
person,440 the OID portion is not allowable as a deduction to the issuer until
paid unless the OID is effectively connected with the conduct by the foreign
related person of a trade or business within the United States where the OID is
not exempt from taxation under the U.S. treaty obligations. 44,In case the OID
obligation is held by a foreign personal holding company(FPHC), controlled
foreign corporation(CFC), or passive foreign investment company(PFIC), the
limitation is also applied so that the deduction would be allowable as of the day
the OID amounts are includible in the income of the FPHC, CFC, or
PFIC. 442The inclusion date for a CFC, FPHC, or PFIC is dependent upon the
accounting method employed by the CFC or FPHC to compute its taxable
income and E&Ps, or used by the PFIC to its E&P computation.443
C. Earnings Stripping Rules to Foreign Corporation
The Revenue Reconciliation Act of 1989 prohibits a corporation (other
than an S corporation) from deducting its interest expenses paid to a related
439 I.RC. §163(e)(l).
440 The term "related foreign person" means any person who is not a U.S. person under
I.R.C.§7701(a)(30) or related persons to the issuer under I.R.C.§267(b). See
I.R.C.§ 163(e)(3)(B); Reg. §1. 163-12.
441 1.R.C.§ 163(e)(3)(A). This rule does not apply to any obligations issued by natural
persons before March 2, 1984 and loans between natural persons. See I.R.C.§ 163(e)(4).
442 Reg. §1.163-12(b)(3).
443
Id.
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U.S. tax-exempt person444as disqualified interest in case the corporation's net
interest expense445 exceeds the sum of 50 percent of its adjusted taxable
income446 plus any excess limitation carried forward to the taxable year, or
where the interest payer corporation's debt to equity ratio exceeds 1 .5 to 1 on
the last day of the taxable year. 447The disqualified interest also includes any
interest paid or accrued by the taxpayer with respect to any indebtedness to an
unrelated party if there is a disqualified guarantee448of the indebtedness and no
gross basis tax is imposed on such interest. 449However, the disqualified
guarantee does not include a guarantee where the taxpayer owns a controlling
interest in the guarantor, which means direct or indirect ownership of at least
80 percent of total voting power and value of all classes of stock of the
corporation, or 80 percent of the profit and capital interests in any other
444 The term "related person" means any person who is related to the taxpayer within the
meaning of the I.R.C. §267(b) or 707(b)(1).
445 Net interest expense = Interest paid or accrued by the taxpayer during the taxable year
- Interest includible in the gross income of the taxpayer for the taxable year.
446 The adjusted taxable income means the taxable income computed of the taxpayer
without regard to net interest expense, net operating loss deduction, and any deduction
allowable for depreciation, amortization, or depletion pursuant to modifications described
in Reg. §1.163(j)(f)(2) addition rules and §1. 163G)(f)(3) subtraction rules. See I.R.C.
§163(j)(6)(A) and Prop. Reg. §1.163(j)-2(f).
447 §163(j)(2)(A). Also see Prop. Reg. §1.163Q)-2(b) and Prop.Reg. §1.163(j)-l(b).
448 The disqualified guarantee means any guarantee by a related person that is a tax
exempt organization or a foreign person. See I.R.C. §163(j)(6)(D)(i). The guarantee
includes any form of credit support to the debtor including capital contribution and its
financial viability, and even contingent guarantee upon certain event. See H. Rep't, No.
103-1 11, ORA of 1993, 103 rd Cong., 1 st Sess. 686 (1993).
449 I.R.C. §163G)(3)(B).
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entity. 450For purposes of the earnings stripping rules, all members of an
affiliated group are treated as one taxpayer. 451
Prior to the Small Business Jobs Protection Act(SBJPA) of 1996, the
earnings and stripping rules were applied after the application of Section 465
rules for deductions limited to amount at risk and Section 469 deduction
disallowance rules for the passive activity loss and credit. 452However, after the
SBJPA of 1996, the earnings stripping rules apply before the Section 465 or
469 applications.453
If a foreign corporation pays interest expenses to a related person with
respect to its effectively connected income in the U.S. trade or business,454
where the foreign corporation has a debt-equity ratio that exceeds 1 .5 to 1 on
the last day of the taxable year, the corporation will not be allowed to deduct
the portion of interest allocable to its effectively connected income that it has
paid or deemed to have paid to a related person if no U.S. tax is imposed with
respect to such interest. 455 The disallowed amount, however, may not exceed
<50 I.R.C.§163G)(6)(D)(ii).
45, I.R.C.§163G)(6)(C).
452 See Prop. Reg. §1 . 163(j)-(7).
453 See 3 CCH, ^9406N.03 (1996). However, the Treasury has not pronounced a amended
provision of Prop. Reg. §163G)-7 revised by the SBJPA, P.L. 104-188.
454 The effectively connected income in a U.S. trade or business is defined under I.R.C.
§864(c) and Reg. §1.864-3(a).
455 Prop.Reg. §1. 163(j)-(8)(b). However, it seems that this provision could be rebutted
arguably by taxpayers because the purpose of §163(j) is to prevent U.S.earnings from
escaping U.S. tax, and unless there exists certain serious co-efforts between a U.S.
corporation and a foreign corporation to avoid or reduce U.S. tax payment of the foreign
corporation, this provision might disturb more U.S. sound business activities than
preventing a few conspiratorial businesses.
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the corporation's excess interest expenses.456Any disallowed interest expenses
remained may be carried forward to a subsequent taxable year of the foreign
corporation.457
D. Choice of a Taxing Place to Sell and Buy
1. Consideration of Reorganization Mechanism
A corporate reorganization may be appropriate where a U.S. buyer wants
to buy a foreign subsidiary in the U.S. under the reorganization mechanism
without concerns about I.R.C. Section 367 outbound transaction burdens, or
the Section 338 election purpose that otherwise would not be available in the
jurisdiction of certain selling foreign corporation. This may also be of interest
if the selling foreign corporation seeks a new taxing place for tax planning
purposes. Given that the application of the I.R.C. Section 367 and Section 1248
are focused on activities of a 'U.S. person', foreign second or third tier
corporations of a U.S. corporation are relatively free to choose a new taxing
place which greatly affects computation of E&P and gain in a selling
corporation with respect to M&A. Moreover, since I.R.C. Section 367(a)(2)
allows a first tier foreign corporation to be a party to a reorganization, the wall
456 Excess interest expense = Net interest expense - Sum of 50% of its adjusted taxable
income. Adjusted taxable income is the foreign corporation's effectively connected
taxable income that is not exempt from U.S. income tax treaty but modified by additions
and subtractions under Prop. Reg. §1. 163(j)-2(f). See Prop. Reg. §1. 163(j)-(8)(3) and
(4).
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between a first tier foreign corporation and second tier or third tier is not so
high.
Where a U.S. parent corporation disposes of its foreign subsidiary
corporation, considerable tax planning might be concentrated on the effects
over the foreign subsidiary's direct sale to a foreign purchaser including a U.S.
subsidiary of a foreign parent corporation, the foreign subsidiary's Section 332
liquidation into a U.S. parent, or Section 368 reorganization with the U.S.
parent or a member of its affiliated group including its another foreign
subsidiary member. Principal concerns on selling and buying foreign
corporations generally focus on issues of gain or loss recognition, earnings and
profits(E&Ps), foreign tax credits, the interest expense deduction and loss
carryovers. The tax results on these issues may vary country by country. Thus,
choice of a taxing place by a seller or buyer directly affects tax results. The
corporate reorganization with respect to an international M&A transaction can
recharacterize the nationality of a selling or buying corporation. Tax treaty
countries are always easy targets since taxing under a specific tax treaty may
be incompatible with the traditional taxing principles based upon source
income under the treatment of effectively connected income.
2. Inbound and Outbound Methodology
457 See Prop. Reg. §1. 163(j)-(8)(b). Also see Prop. Reg. §1. 163(j)-1(c) and §1. 163(j>
6(a)(2).
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With respect to an inbound and outbound transaction in a corporate
M&A, the U.S. tax law regulates both sides over a U.S. person or U.S.
corporation. Both Sections 1248 and 367 are mainly involved in dealing with
the inbound and outbound transaction.
Section 1248(a) provides that where a U.S. person sells or exchanges
stock in a foreign corporation and the U.S. person owns 10 percent or more of
the total combined voting stock of the foreign corporation which was a
controlled foreign corporation at any time during past five years, the gain
recognized on the sale or exchange is taxable as a dividend in the U.S. person's
gross income to the extent of the earnings and profits of the foreign
corporation.458Originally, a main purpose of Section 1248 was to impose the
full U.S. tax, not merely paying a capital gain tax when foreign income was
repatriated by foreign subsidiaries to their U.S. parents. 459After the Tax Reform
Act of 1976, the scope of amended Section 1248 was expanded to include
certain nonrecognition transactions of CFCs to block nonrecognition treatment
on earnings and profits of certain selling or distributing CFCs. 460
Generally, Section 367(a)(1) provides that where a U.S person transfers
property to a foreign corporation in a transaction subject to Section 332, 351,
354, 356, or 361, the foreign corporation is not considered to be a corporation
458 1.R.C. § 1248(a).
459 Revenue Act of 1962, Section 15(a), P.L. 87-834. See also S. Rep.t No. 87-1881, 87 th
Cong., 2d Sess. (1962), 1962-3 C.B. 707, 813.
460 Tax Reform Act of 1976, P.L. 94-455. See also S. Rep. No. 94-938, 94th Cong., 2d
Sess. 264 (1976). In fact, given that the difference between capital gain tax rate and
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so that the transaction is generally treated as a taxable exchange. The main
concern of Section 367(a) was to prevent a U.S. person from transferring his
assets to a foreign corporation for purpose of a disposition. However, there are
several important exceptions to the general rule of Section 367(a)(1). First,
Section 367(a)(1) does not apply to property transferred to a foreign
corporation for use in the active conduct of a trade or business461 of the foreign
corporation outside of the United States. 462Second, Section 367(a)(1) does not
apply to the transfer where a U.S. person transfers to a foreign corporation
stock or securities of a foreign corporation that is a party to a reorganization, or
the stock of a foreign corporation to another foreign corporation pursuant to
Section 368(a)(1)(B) reorganization since the foreign corporation whose stock
is transferred is also a party of the reorganization. 463Third, where a U.S. person
transfers stock or securities of a domestic target corporation to a foreign
corporation, Section 367(a)(1) does not apply if the U.S. target corporation
complies with the reporting requirements as provided under Temporary
Regulation Section 1. 367(a)-3T(c)(4) and all U.S. transferors do not receive
over 50 percent in the aggregate of ownership immediately after the
transfer,464and the U.S. person is either not a five percent transferee
ordinary tax rate is little important after TRA of 1986, the main role of §1248 will be to
discourage a nonrecognition tax planning of CFC.
461 The definition of active conduct of a trade or business is defined under the Temp. Reg.
§1.367(a)-2T(b).
462 1.R.C. §367(a)(3); Temp. Reg. §1.367(a)-2T(a).
463 Temp. Reg. §1.367(a)-3T(b).
464 Reg. §1.367(a)-3(c).
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shareholder465 or enters into gain recognition agreement pursuant to
Temporary Regulation Section 1. 367(a)-3T(c)(3) and 1.367(a)-3T(g).466
However, in Notice 94-46, the I.R.S. declared that if all U.S. transferors owns
50 percent or more in the aggregate of either the total voting power or the total
value of the transferee foreign corporation stock, the transaction will be
taxable. 467 Fourth, a transfer of stock or securities is not subject to Section
367(a)(1) if the transferor files a binding agreement to recognize gain upon
later disposition of the transferred stock or securities by the foreign transferee
corporation. 468
a. Inbound or Outbound Application
<Example 1>
USP
uss FC
465 pjve percent shareholder is a person who owns at least five percent of either the total
voting power or the total value of the stock of the transferee foreign corporation. See
Reg.§1.367(a)-3(c)(5Xii).
466 Temp. Reg. §1.367(a)-3T(c)(iv).
467 Notice 94-46, 1994-1 C.B. 356. This notice modified Notice 87-85 which declared
that each U.S. transferor who owned less than 5 % of the ownership of the transferee
foreign corporation immediately after the transfer was not subject to §367(a).
468 Temp. Reg. §1 .367(a)-3T(g). Although it is not clear that this provision implements
Notice 87-85 rulings which says that if the U.S. person owns 5% or more of ownership
of the transferee foreign corporation, the section 367(a)(1) will apply unless the U.S.
person enters into a gain recognition agreement. Therefore, most U.S. shareholders of
CFC might heavily rely upon this exception provision. However, the policy rationale on
this provision may raise serious questions. See infra page at 104.
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Where a domestic parent corporation(USP) in the example 1 transfers
stock of its wholly owned domestic subsidiary(USS) to a newly organized
foreign corporation (FC) in England as initial capitalization and immediately
after the contribution of the stock the USS transfers all of its assets and
liabilities to FC and liquidates, this transaction constitutes a Section
368(a)(1)(F) reorganization since the effect of the transaction is a mere change
in the organization place of USS. 469The stock ofFC is treated as transferred by
FC to USS in exchange for USS' assets and liabilities and distributed to USP in
liquidation of USS. 470 However, to qualify for the exception of Section
367(a)(1), the USP should file a gain recognition agreement to recognize gain
upon the transferee corporation's later disposition of the transferred stock.471It
is important to note that the U.S. transfer USS is not required to recognize gain
where the transferee foreign corporation FC disposes of the stock transferred
in a transaction on which gain or loss would not be recognizable under U.S.
income tax principles. 472The FC is qualified for being a party to the
reorganization under the Section 367(a)(2). This can produce a favorable result
to USP and USS, without other tax burdens where, after the Section
469 Rev. Rul. 87-27, 1987-1 C.B. 134.
470
Id.
471 See Reg. 1.367(a)-3T(g). See also Notice 87-85, 1987-2 C.B. 395. The Notice 87-85
actually prohibits a U.S. subsidiary parent corporation from transferring its domestic
subsidiary to another foreign subsidiary without filing a 10 year gain recognition
agreement. The I.R.S. prescribed in Notice 87-85 that the 5% U.S. shareholder, but less
than 50%, of the transferee foreign corporation must file a five year gain recognition
agreement with I.R.S., and the more than 50% U.S. shareholder of the transferee foreign
corporation should enter into a ten year gain recognition agreement.
472 See Temp. Reg. §1.367(a)-3T(g)(7).
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368(a)(1)(F) transaction and filing a gain recognition agreement, the FC stock
or assets are transferred to a third party foreign corporation under the Section
368(a)(1)(B), (C), or (D). Furthermore, if the U.S. transferor goes out of
existence, the U.S corporation is not required to recognize gain upon its
liquidating distribution of the stock of a foreign transferee corporation.473 The
term 'U.S. transferor' also could be controversial since Regulation Section
1.367(a)-3T(g)(9) does not define the scope of 'U.S. transferor'. 474
<Example 2>
FC » DC
Where a foreign corporation, FC, establishes a new domestic corporation, DC,
under the U.S. law and transfers all of FC's assets and liabilities to DC in
exchange for DC stock and makes a liquidation distribution to its shareholder,
Rev. Rul. 88-25 allows the DC and FC to be parties to the reorganization under
Section 368(a)(1)(F) on the ground that the transaction is a mere change in the
form of FC since there is no alteration in shareholder continuity, asset
continuity, or business enterprise. 475
473 See Temp. Reg. §1.367(a)-3T(g)(9). This provision's problem would be deeper where
the transferee foreign corporation is bankrupted.
474 In light of the purpose of this provision, it should have treated whole members of an
affiliated group as one transferor.
475
Rev. Rul. 88-25, 1988-1 C.B. 116. However, if FC transfers any U.S. real property
interest to DC, the §361 general nonrecognition rules do not apply. It is worthy of note
that the continuity of business theory in reorganization is apparently out of dated concept
because there exist no reasonable economic grounds to have a purchaser keep an
outmoded business and it is not clear how long the purchased business should be
sustained despite of the purchaser' loss and it is difficult to determine what the seller's
historic business is. Fortunately, there is a desirable movement in an international
taxation area. See Reg. §7.367(b)- 1(f).
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<Example 3>
USP FC
USS FS1
FS2
Where a domestic parent, USP, transfers all of USS stock to FC in a foreign
country and then immediately liquidates USS into FC, the USS's liquidation
into FC is still a valid reorganization under Section 368(a)(1)(F) even if the
USS is a holding corporation of the foreign subsidiaries, FS1 and FS2. 476When
a U.S. seller sells a U.S. holding corporation of foreign subsidiaries to a U.S.
person, the U.S. seller would not be subject to the Section 1248(a) income
because the U.S. holding corporation is not a foreign corporation. However,
Section 1248(e) provides that the U.S. person is treated as making a disposition
of stock of a foreign corporation when he sells or exchanges of stock of a
domestic corporation which was formed principally for the purpose of holding
the stock of foreign corporations. 477
b. Reorganization Effects of Second Tier Foreign Subsidiary
<Example 4>
1) USP FS1
FS2 <FTP)
476 Private Letter Ruling 9239031, Sep. 25, 1992.
477 1.R.C. § 1248(e)(2). The original purpose of the § 1248(e) was to prevent a U.S. person
from converting his ordinary income under §1248 sale or exchange to capital gain.
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Where FS1, a foreign subsidiary, that is wholly owned by USP, a domestic
parent, sells all of FS2 stock which was FS1 's wholly owned subsidiary to a
foreign third party, FTP, for cash, Section 1248 does not apply because no U.S.
person is involved in the sale or exchange of FS2. 478 However, where FS1 and
FS2 merge to establish a new foreign corporation, FS12, and then USP
exchanges its FS1 stock in exchange for the same number of shares of FS12
stock, the USP should be subject to Section 1248(a) with respect to the
exchange ofFSl stock for FS 12.
<Example 5 >
479
Where USP owns all of the outstanding stock of a foreign corporation FS1, and
FS1 owns all of the outstanding stock of another foreign corporation, FS2,
which owns all of the outstanding stock of a foreign corporation, FS3, and FS2
and FS3 merge to establish a new foreign corporation, NFC, under the foreign
laws and FS1 exchanges FS2 stock for NFC stock, whether USP is subject to
the Section 1248(a) could be controversial. However, since Section 1248
applies only to a U.S. person defined by Section 7701(a)(30), Section 1248(a)
478 See Rev. Rul. 74-106, 1974-1 C.B. 237.
479
Id.
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does not apply to the case in which no U.S. person is involved in the sale or
exchange of stock of the foreign corporation.480
<Example 6>
1) p5F JCFUT
JSS
2) rap
CFC2
CFC3
UFCT
CFC2
USS CFC3
Where USS, a subsidiary of USP, in example 1) acquires all of the stock of
CFC2, a Subsidiary of CFC1, from CFC1 in exchange for its stock under
Section 368(a)(1)(B), CFC1 is not required to recognize gain or loss and
CFC2's E&P and any loss accumulated will remain with no change. 48,If CFC3,
a foreign subsidiary of USS, in the example 2) acquires all the assets of CFC2
in exchange for USS stock under Section 368(a)(1)(C) and CFC2 distributes
USS stock received to CFC1, CFC1 does not recognize gain or loss on that
exchange. The E&P and deficits of CFC2 are added to CFC3 ' E&P under
Section 381(c)(2).482
480 See Rev.Rul. 73-373, 1973-2 C.B. 310. Although Rev.Rul. 74-106 stated that Rev. Rul.
73-373 was superseded by Rev. Rul. 74-106 because of factual incorrectness, in fact,
however, the Rev.Rul. 74-106 is completely a distinguished case from Rev. Rul. 73-373.
Therefore, the I.R.C. 1248(a) does not apply where no U.S. person is involved in the sale
or exchange of stock of a foreign corporation.
481 See Reg. §1.367(b)-7(c)(l), Ex. 1.
482 See Reg. §1.367(b)-7(c)(l), Ex. 2.
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<Example 7>
USP FS1 XID
FS2
Where a U.S. parent corporation(USP) owns two controlled foreign
corporations, FS1 and FS2, and the USP transfers FS2 stock to FS1 for FS1
stock under Section 367(a) and 351, and then sells all FS1 stock to a third
party(TP), whether USP should recognize FS2's E&P when it sells FS1 stock
could be a question because FS2 becomes FS1 's subsidiary and second tier of
USP. In other words, the question is whether the second tier stock is included
within the scope of the word "stock" provided by Section 1248(a) because the
second tier stock could be treated as property of FS1, not as "stock" to be
transferred under Section 1248(a). Section 1248(c)(2)(B) provides that if the
U.S. person owns the ownership of a foreign corporation under Section
1248(a)(2), the E&P of the foreign corporation is deemed to include the E&P
of other foreign corporation(second tier foreign corporation) that was
attributable to the stock proportion of the other foreign corporation that was
indirectly owned by reason of his ownership of first tier corporation stock sold
or exchanged,483 and that was accumulated during the period the U.S. person
owned the other foreign corporation's stock. 484 The I.R.S. position on this issue
is relied upon congressional legislative history declaring that ordinary income
See I.R.C.§1248(c)(2XBXC). Also see §958(a)(l) and(2).
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treatment should result upon the sale of a foreign corporation's stock to the
extent of all E&Ps that were accumulated by lower tier controlled foreign
subsidiaries.485
c. E&P Allocation between Section 951 and 1248
It is worth noting to the E&P's allocation between Section 951 and 1248.
Where a U.S. parent sells or distributes stock of a CFC, if the U.S. parent
includes the CFC's E&P in gross income as a dividend, the amount ofE&P
will affect the Section 95 1 CFC income in which the E&P is supposed to be
included in the CFC income on the last day of the taxable year. With respect to
when the E&P of the foreign corporation is reduced where both Section 1248
E&P and Section 951 income are involved in that sale, I.R.C. Section 959(c)(1)
provides that the E&P of a foreign corporation is first allocated to amounts
included in gross income of a U.S. shareholder under Section 951(a)(1)(B),
prescribing earnings' investment in U.S. property and excessive passive
asset,
486
and secondly, to amounts included in CFC income and finally, to other
earnings and profits. 487Therefore, the E&P under Section 1 248 (a) or (f) is not
reduced at the time of the dividend amount's recognition but treated as an
amount included in the gross income of the taxpayer under CFC income of
484 I.R.C. §1248(c)(2)(D)(ii).
485 Rev. Rul. 84-72, May 14, 1984; GCM 39227, May 1, 1984. (quoting S. Rep't. No. 87-
1881, 87th Cong, 2d Sess. (1962), and No. 94-938, 94th Cong., 2d Sess. 264 (1976)).
486 Excessive Passive Asset = Average of the amount of passive assets producing passive
income - 25% of the average of the amount of total assets of the CFC. But, SBA'96
§1501 (a)(2) repealed I.R.C. §956A. See also I.R.C. §959(c).
Ill
Section 951(a)(l)(A)since the E&P of the foreign corporation is allocated to
CFC income in advance.488
3. Debt Financed Distribution Strategy
Where a U.S. parent corporation considers selling its foreign subsidiary, a
distribution strategy of including a debt financed distribution made by the
selling foreign subsidiary may greatly affect the selling price of the subsidiary
and negotiation strategy of the U.S. parent. Generally, a distributing
corporation does not recognize gain or loss on the distribution of its stock or
property except appreciated property with respect to its stock.489 The E&P of
the distributing corporation is decreased by the amount of money and the
principal amount of the obligations of the distributing corporation and the
adjusted basis of other property distributed. 490Accordingly, where a selling
foreign subsidiary distributes its bond or other obligations to a U.S. parent
corporation, the E&P of the foreign subsidiary is reduced by the principal
amount of the debt instrument distributed. If the obligation distributed is an
OID debt instrument, the foreign subsidiary's E&P is reduced by the issue
price, not the stated redemption price at maturity
.
491However, it is not clear
whether the foreign subsidiary is able to deduct its OID interest until paid
when the OID holder is a U.S. related party since Section 163(e)(3)(A) applies
487 1.R.C. §959(c)(l); Reg. §1.959-3(b).
488 See I.R.C. §959(e).
489 I.R.C. §31 1(a).
490 I.R.C. §312; Reg. §1.312-1.
491 See I.R.C. §1273 and § 1275(a)(4). LAW LIBRARY
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to a U.S. issuer of OID debt instruments. 492However, the earning stripping rules
apply to the foreign subsidiary under the Proposed Regulation Section
1.163(j)-8.493 If the selling foreign subsidiary distributes amounts in excess of
its current and accumulated E&P, the U.S. parent's basis of its subsidiary stock
is reduced to zero. Any excess remained with respect to the distribution is
treated as capital gain from the sale or exchange of property. 494
a. Inbound Distribution
aa. Foreign CFC Property's Distribution to U.S. Parent
In case a domestic parent corporation receives a distribution of property
from its CFC, the domestic parent is required to report a taxable dividend to
the extent that the fair market value of the distribution it receives exceeds the
CFC's previously taxed E&P. 495 The parent's basis of the property received is
the fair market value of the property as of the date of distribution.496The CFC's
E&P is reduced by the adjusted basis of the distributed property, which is
determined regardless of appreciation or depreciation of the property. 497On the
492 See I.R.C. § 163(e)(3)(A). See also supra page 95-96.
493 See supra page 98-99.
494 See I.R.C. §30 1(c). See also I.R.C. §1059 on extraordinary dividends. By the way,
where a U.S. parent corporation considers a taxable disposition of a foreign subsidiary,
the excessive dividend before the subsidiary's sale will not hurt the parent much because
the difference between ordinary income tax rate and capital gain tax rate is not significant
after Tax Reform Act of 1986.
495 G.C.M. 39153, Mar. 1, 1984. See also §301(c), §316, and §959(a).
496 See I.R.C.§301(d) and Reg.§1.301-l(b).
497 1.R.C.§312(a)(3); Reg.§1.312-l(a) and(b).
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other hand, after the distribution of property, the E&P ofCFC is allocated
under Section 959(c) rules.498
bb. Distribution of CFC Stock Appreciated
<Example 8>
Where USS, a U.S. subsidiary of USP, distributes all of its appreciated CFC
stock to USP as dividend in a transaction to which Section 355 does not apply,
the distributor USS recognizes gain as if the CFC stock is sold to the
distributee USP at its fair market value. 499The question here is whether USS
recognizes Section 1248(a) or 1248(f) income on the distribution. Since
Section 1248(f) applies to certain distributions by a domestic corporation of
foreign corporation stock pursuant to nonrecognition rules to which Section
31 1(a), 337, or 361(c)(1) applies, the Section 3 1 1 (b) distribution here is
therefore not subject to Section 1248(f). Accordingly, Section 1248(a) covers
the current transaction. The I.R.S. in Rev. Rul. 87-96 stated that a Section
3 1 1 (b) distribution should be treated as a sale for purposes of Section
1 248(a). 500 The domestic distributing corporation should therefore include in
the gross income the excess of the fair market value of the stock transferred
498 See I.R.C. §959(c); Reg. §1.959-3.
499 Seel.R.C. §31 1(b)(1).
500 In Rev. Rul. 87-96, 1987-2 C.B. 209, the I.R.S. resolves this issue by relying upon
legislative history of the Section 1248(a) and (f).
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over its adjusted basis in the domestic corporation's hands as a dividend to the
extent of the E&P attributable to stock of the foreign corporation. 501
Incidentally, the inclusion in U.S. income of the Section 1248(a) gain by the
distributing corporation USS may be deferred until one of the income
triggering events under the Treasury Regulation Section 1.1 502- 13(f) occurs if
the USP and USS have filed a consolidated federal income tax return. 502In
addition, any dividend distributed by CFC to USP out of remaining E&P is
treated as redistribution by USS of dividend received from CFC. 503 The
retained E&P of CFC will not be affected by any deficits occurring after the
distribution of the CFC stock. The deemed paid foreign tax credit with respect
to the E&P will be taken into account by USS. 504
cc. Foreign Subsidiary's Complete Liquidating Distribution
<Example 9>
(country X corp.)
(country X corp.)
Where a U.S. corporation's foreign subsidiary, FC1, which owns a wholly
owned subsidiary FC2, establishes a new domestic corporation, NDC, and
501 1.R.C. § 1248(f)(1)(B)
502 See Reg. 1.1502-14.
503 See Rev. Rul. 87-96.
504 See Id.
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transfers all its assets and liabilities to NDC and then FC2 liquidates into NDC,
FC1 will be treated as a party of the Section 368(a)(1)(F) reorganization as
explained in the example 2 above. With respect to whether USS, the U.S.
parent of FC1, should recognize as income all of FC1 's E&P, the Temporary
Regulation Section 7.367(b)-7(c)(2) provides that if a foreign corporation's
assets are acquired by a domestic corporation pursuant to a reorganization
under the Section 368(a)(1)(C), (D), or (D), the U.S. person should include in
gross income the entire E&P. 505Therefore, USS recognizes the all earnings and
profits of the FC1 as a dividend paid in money immediately prior to the
reorganization and taxable as a dividend under Section 301
.
506USS also will
take into account the foreign tax credit as if such earnings and profits were
actually distributed by FC1 as a dividend. 507On the other hand, FC2 does not
recognize gain or loss on its distribution under Section 337(a) and NDC also
does not recognize gain or loss on the receipt of the assets and liabilities of
FC2. 508The net operating loss as well as E&P will be succeeded to and taken
into account by NDC. But, the acquiring corporation NDC or distributor FC2's
deficits may be used only to offset E&P accumulated after the date of the
transfer. 509NDC will also take into account the foreign tax credit as if the E&P
505 The term 'all earnings and profits amount' means the net positive earnings and profits
for all taxable years attributable to the stock of the foreign corporation exchanged under
§1246 or 1248. See Reg. 1.367(b)-2(f) and Temp. Reg. 7.367(b)-2(f).
506 See Temp. Reg. §7.367(b)-3(b).
507 Temp. Reg. §7.367(b)-3(b).
508 See I.R.C. §332(a).
509 I.R.C. §381(c)(2)(B).
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was actually distributed by FC2 as a dividend to NDC. 510It is important to note
that the general nonrecognition rule on complete liquidation distribution of a
subsidiary under Section 332 does not apply to the complete liquidation of a
U.S. corporation's foreign subsidiary. The NDC, a domestic distributee, must
therefore include the entire E&P in gross income for the taxable year in which
the distribution occurs. 51 'Accordingly, it would be much better from a tax
planning perspective to move FC2 into the U.S first under the Section
368(a)(1)(F).
b. Outbound Distribution
Where a U.S. subsidiary of a foreign parent corporation distributes its
property to the parent in a complete liquidation to which Section 332 applies,
the domestic liquidating corporation generally recognizes gain or loss to the
extent of the fair market value of each item of property distributed over its
adjusted basis. But, loss, if any, is recognized only to the extent that the total
capital loss recognized on the distributions does not exceed the total capital
gains recognized by the domestic distributing corporation, and that the total
ordinary loss recognized on the distribution does not exceed the total ordinary
income recognized by the domestic distributing corporation. 5 12However, the
domestic liquidating corporation does not recognize gain or loss on the
distributed property used in the conduct of a trade or business in U.S. if the
10 See Temp. Reg. §7.367(b)-3(f).
11 See Temp. Reg. §7.367(b)-5(b).
12 1.R.C. §367(e)(2). See also Temp. Reg. §1.367(e)-2T(b)(l).
117
distributee corporation is not a CFC and the property distributed has been used
for 10-year period. 513
If a domestic distributing corporation distributes stock or securities of its
controlled corporation to a foreign corporation under Section 355, the domestic
distributing corporation generally recognizes gain, but not loss, on the
distribution to the extent of the fair market value of the stock or securities
distributed over its adjusted basis in the stock or securities distributed. 514
However, since Section 367(e)(2), which does not allow the 80-percent foreign
parent corporation distributee in complete liquidation of a domestic
corporation to enjoy nonrecognition of gain or loss, does not apply to foreign
to foreign liquidations, a foreign first-tier corporation which receives a
distribution in complete liquidation of a second-tier corporation is still treated
as a corporation under Section 332 and other applicable sections. 515
c. Indirectly Debt-Financed Distribution of Foreign Subsidiary
aa. Purchasing Foreign Targeting Bonds of U.S. Parent
The purchase of foreign targeting obligations, 516 issued only to foreign
persons, by a foreign subsidiary of the issuing U.S. parent corporation results
5,3 Temp. Reg. §1.367(e)-2T(b)(2).
514 See I.R.C. §367(e)(l); Temp. Reg. §1.367(e)-lT.
5,5 Temp. Reg. §7.367(b)-5(c). See also Temp. Reg. §1.367(e)-2T(c).
516 The foreign targeting obligations are targeted to only to non-U. S. persons and bears the
statement in English that "any United States person who holds this obligation will be
subject to limitations under the United States income tax laws, including the limitations
provided in Section 165(j) and 1287(a) of the Internal Revenue Code" on the face of the
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in several favorable tax effects. The U.S. parent can enjoy an interest expense
deduction on the obligations issued, in effect, a dividend distributed in advance
by the foreign subsidiary. Although it is not clear whether the interest expense
paid by the U.S. parent to the foreign subsidiary which purchased the foreign
targeting bonds is within the scope of disqualified interest under the Section
163(j)(3), the time value of money provided in advance by the subsidiary still
makes the purchase valuable. However, one concern may arise where the
foreign subsidiary purchases the bonds from its debt financed funds. If a
domestic corporation later acquires the foreign subsidiary corporation in a
reorganization under Section 368(a)(1), the acquirer corporation's gain may
not be offset by any preacquisition loss of the selling foreign corporation. 517
However, Section 384(b) provides that if the acquirer and seller were
members of the same controlled group at all times during past 5 year period,
the limitation on use of preacquisition losses would not apply. 518 Thus, interest
should be focused upon a foreign to foreign acquisition in which a second-tire
foreign corporation acquires a first-tire corporation which has retained the
preacquisition losses. The Temporary Regulation Section 7.367(b)- 1 1 declared
that any deficit incurred prior to the distribution with respect to the Section
351, 354, or 356 can be used only to offset E&P accumulated after the date of
transfer. 519However, under certain circumstances, the result could be different
obligation and on any interest coupons. See Reg. §1.1 63-5(c)( 1 )(ii)(B). See also I.R.C.
§ 163(f)(2)(B); Temp. Reg. §5f. 163-1.
5,7 1.R.C. §384(a).
518 See I.R.C. §384(b). The controlled group is defined under §384(b) and § 1563(a).
5,9 Temp. Reg. §7.367(b)-l 1(b). See also I.R.C. §38 1(c)(2).
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where a foreign acquirer or a foreign subsidiary of a U.S. parent corporation
utilizes its own country law with respect to the preacquisition loss, insisting
that the selling foreign corporation should not be treated as a U.S.
corporation. 520
bb. Cancellation of Parent Notes
<E,xample 10>
2)P SUB P SUB1) * Bonds
*~~Dist. of Bonds4-"
* Bonds *
*~
Liqui. Dist.'
Where a subsidiary corporation in the example 1) purchases a parent's bonds
and later distributes the bonds under the Section 301, the parent corporation
generally recognizes income from the discharge of indebtedness to the extent
of the difference between the fair market value of the bonds distributed and the
face amount of the bonds received. 521 Rev. Rul. 61-96 stated that the
distribution by a subsidiary corporation of the parent's bonds to its parent
corporation constitutes a distribution of property under Section 301(a). 522In
Walker v. District director of Internal Revenue
.
523 the Court held that the
corporation's cancellation of indebtedness owed by its shareholder constitutes
a distribution as dividend where there is sufficient E&P to cover such a
dividend. If the corporation does not have sufficient E&P, it is treated in the
520 Theoretically, there exists certain possibility of conflicts of law applicable between the
U.S. and a foreign country on the foreign to foreign acquisitions. See also the definition
of 'foreign corporation' in I.R.C. §770 1(a)(5) and Prop. Reg. §30 1.7701 -2(b)(1).
521 See I.R.C. §61(a)(12); Reg. §1.61-12.
522 Rev. Rul. 61-96, 1961-1 C.B. 68. See also Reg. §1.301-l(m).
523 Walker v. District director of Internal Revenue , 63-1 U.S.T.C. P 91 19 (1962).
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same manner as any other corporate distribution: the cancellation of
indebtedness would first reduce the basis of the shareholder's stock and then
any portion over the basis would constitute capital gain. 524
However, where a subsidiary makes a liquidating distribution under
Section 332, the parent corporation does not recognize income under Section
6 1 (a)( 1 2) or Treasury Regulation Section 1.301-1 (m) upon the cancellation of
the note since the note is treated as property for purpose of Section 332(a). 525
If a partnership acquires indebtedness of a partner and the partnership
distributes the indebtedness to the partner, the partner will recognize gain or
loss to the extent the value of the debt differs from its basis under Section 732
since the distribution of debt to the debtor partner is not a distribution within
the meaning of the Section 73 1 . Rather the partner will be treated as
exchanging its partnership interest for the debt in a taxable transaction because
there will be no opportunity for recognition at a future time. Accordingly, this
results in capital gain or loss to the extent that the value of the partnership
interest which is equal to the value of the debt differs from the basis of the
partnership interest. 526
In the international tax arena, the tax results on cancellation of
indebtedness will be differ in part from general rules. Temporary Regulation
Section 7.367(b)-5 provides that the domestic distributee in complete
524
Id.
525 See Rev. Rul. 74-54, 1974-1 C.B. 76. See also a historic case, Helen Gilmore v.
Comm., 40 B.T.A. 945 (1939). For treatment of indebtedness made by a subsidiary to
parent, see Reg. §1.332-7.
526 Rev. Rul. 93-7, 1993-1 C.B. 8, quoting the Rev. Rul. 61-96.
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liquidation of a foreign subsidiary must include the entire E&P amount in
gross income for the taxable year in which the distribution occurs. 527One
interesting aspect of this issue is that because the I.R.S. differentiates the
governing rules on complete liquidating distributions of a domestic and foreign
corporation, the issue of arising out of cancellation of indebtedness in
connection with a foreign subsidiary liquidation would be whether the E&P
being includible in parent's gross income includes the face amount of the bond
distributed, the fair market value of the bond, or the portion of repayment
pursuant to the life of the bond, rather than whether the bond is treated as
property. The problem would be serious where a foreign subsidiary purchases
the bond issued by its U.S. parent in a foreign open market because Temporary
Regulation Section 7.367(b)-(5) may under certain circumstance result in
enforcing the liquidating foreign corporation to sell the bond purchased at a
discounted price to a third party to avoid full recognition by the U.S. parent
distributee. In fact, the fundamental reason for this problem is the fact that
E&P is not defined by any tax code.
E. Acquisition Financing in Abroad
1 . Where to Borrow
If a U.S. parent corporation raises acquisition funds in a foreign market
and then lends the funds to a foreign subsidiary, the U.S. parent corporation
Temp. Reg. §7.367(b)-5.
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would get benefits from both foreign tax credits and interest expense
deductions unless there exist special limitations. Although there still remains
considerable leeway for a U.S. parent to utilize foreign third party lenders or
foreign financial institutions, loan transactions between members of an
affiliated group are mainly covered by the debt-netting rules and back-to-back
loan rules under Treasury Regulation Section 1 .861
.
a. Debt-Netting Rule
Generally, the interest expenses of members of an affiliated group are
required to be allocated and apportioned as if all members of the group were a
single corporation. 528Interest expense incurred on funds borrowed in an
integrated financial transaction529is directly allocated to the income generated
by the investment funded with the borrowed amounts. 530 However, the
integrated financial transaction rule does not apply to the indebtedness between
related persons, or indebtedness incurred from unrelated persons for the
purpose of purchasing a related person's property. 531A member corporation
borrower in an affiliated group deducts related person interest payments in the
same manner as unrelated person interest expense under Treasury Regulation
528 Temp. Reg. §1.861 -9T(a).
529 The integrated financial transactions means any indebtedness for the purpose of
making an identified term investment within ten business days after incurring the original
indebtedness. See Temp. Reg. §1.861-10T(c)(2).
530 Temp. Reg. §1.861-10T(c)(l).
531 Temp. Reg. §1.861-10T(d)(l).
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Section 1.861-9T(f). 532The member borrower's indebtedness is not considered
an asset of the member lender. 533Therefore, a domestic corporation apportions
interest expense pursuant to the asset method which apportions the interest
expense to the various statutory groupings based upon the average total value
of assets, 534while CFC corporations may apportion the interest expense either
under the asset method or the modified gross income method. 535
However, where a U.S. corporation loans borrowed money from a third
party to its CFC, the debt-netting rule under the Temporary Regulation Section
1.861-10(e) requires the U.S. shareholder's 536 interest income obtained from its
loan provided to its foreign subsidiary to be allocated directly against the U.S.
group's interest expense incurred on loan borrowed from a third party, which
otherwise could be allocated against the foreign source income from its CFC, if
the U.S. shareholder has both excess related group indebtedness 537 and U.S.
532 Prop. Reg. §1 .861-1 lT(e). However, any member that constitutes financial
corporations is treated as a separate affiliated group consisting of financial corporations.
SeeProp.Reg. §1.861-1 lT(d)(4).
533
Id.
534 Temp. Reg. §1.861-9T(f) and (g).
s" Temp. Reg. §1.861-9T(f)(3). Under the modified income method, a single-tier CFC's
interest expense is apportioned based on its gross income, but in a CFC with multi-tier
corporations, the lowest tier CFC's interest expense is first allocated and apportioned
based upon its gross income and then in next higher tier CFC, the gross income of the
corporation is combined with its prorata share of the gross income net of interest expense
of all lower-tier CFC held by the higher-tier corporation. See Temp. Reg. §1.861-9T(j).
536 The entire affiliated group is treated as a single U.S. shareholder. See Reg. §1 .861-
10(e)(5)(i).
537 Excess Related Group Indebtedness = Related Group Indebtedness(the average of the
aggregate amounts of indebtedness owed to the U.S. shareholder by each CFC) -
Allowable Related Group Indebtedness [(the average of the aggregate values of the assets
of each CFC) x Foreign base period ratio of the U.S. shareholder(the average of the
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shareholder indebtedness. 538However, it seems that tax planning is still valuable
since the amount of unaffiliated indebtedness and allowable indebtedness with
respect to the excess U.S. shareholder indebtedness could be manageable by
the U.S. shareholder, and the U.S. shareholder could make a loan to the extent
that its related group debt-to-asset ratio does not exceed 0.10.
b. Back to Back Loans
539
<Example 11>
IPUSl CFCi
^ f
FBK
*
FS2
(debt financing:bonds)
Where under a back to back loan, 540a U.S. parent corporation, USP, gets a loan
from a wholly owned foreign subsidiary FS2, and FS2's money borrowed from
a foreign bank FBK was backed by USP's another controlled foreign
corporation CFCl's deposit, the Rev. Rul. 76-192 ruled that the loan to USP
by FS2 constituted an investment of the CFCI 's earnings in U.S. property
related group debt-to-asset ratio of the U.S. shareholder each a base year)]. See Reg.
§1.861-10(e)(l)and(2).
538 Excess U.S. Shareholder Indebtedness = Unaffiliated Indebtedness(the average of the
aggregate amounts of indebtedness owed by the U.S. shareholder to any third party
obligee) - Allowable Indebtedness (the average of the aggregate values of the assets of
the U.S. shareholder - excess related group indebtedness of the U.S. shareholder). See
Reg. §1.861-10(e)(3).
539 See Reg. §1.861-10(e)(2)(vii)(A) and (B).
540 The term' "back to back loan" means a bank loan collateralized with a cash deposit
from a third party. See Erhard v. Comm., 46 F.3d 1470, at 1473 (9th Cir. 1995).
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under Section 956 to the extent of the loan to FS2 did not exceed the earnings
and profits of CFC 1 on the ground that the bank was acting as a mere conduit
in the transaction. 541 Accordingly, under Section 951(a), the U.S. shareholder of
CFC 1 should include in his gross income for his taxable year the amount
determined under Section 956. 542 The question may be raised on how the
CFC1 is deemed to invest its earnings in U.S property. Section 956(c)
provides that for purposes of Section 956(a) any U.S. property acquired during
any taxable year by a foreign corporation could be the property which is
tangible property, U.S. stock , U.S. person's obligation, 543 or any right to the
use in the U.S. 544
More serious tax effects with respect to the back to back loan
arrangements occur where a CFC or foreign lender is a tax treaty country's
resident. In the example 12 below, if FS or FBK as a direct lender to USP is a
resident of a treaty country, FS or FBK will successfully avoid the normal
U.S. 30 percent gross withholding tax. Therefore, the I.R.S. has tried to treat
541 Rev. Rul. 76-192, 1976-1 C.B. 205.
542 See I.R.C. §95 1(a)(1)(B).
543 See Reg. §1 .956-2(d). However, the definition on the 'obligation' has been reserved.
But, the Temp. Reg. §1 .956-2T(d)(2) provides that the obligation includes any bond,
note, debenture, certificate, bill receivable, open account, other indebtedness, etc. whether
or not bearing interest except any indebtedness arising out of the involuntary conversion
of non U.S. property and any obligation of a U.S. person arising in connection with the
service provision between the U.S. person and the CFC if the amount of the outstanding
obligation does not exceed an ordinary and necessary amount to carry on the trade or
business of the CFC and U.S. person if they were unrelated. See Temp. Reg. §1.956-
2T(d)(2)(A) and (B). The U.S. person is defined under the I.R.C.§957(c). Therefore, a
U.S. citizen or resident and a domestic corporation and partnership and any estate or trust
are all included within the scope of the U.S. person. See I.R.C.§7701(a)(30).
544 See also Reg. §1 .956-2(a)(l).
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the CFC's conduit financing arrangements as investment of earnings in U.S.
property to discourage tax avoidance planning. 545Congress also authorized the
Treasury Secretary to promulgate regulations by which the Secretary can
recharacterize any multiple-party financing transaction as a transaction
conducted directly among any two or more of such parties.
<Example 12 >
(treaty country)
546
(treaty country)
However, this issue is made complex by the fact that it is difficult to
define the conduit financing arrangements properly since a conduit financing
institution's loan activity may be conducted without regard to the time, places
or even insufficient amount of certain related parties' deposit, and the
depositors may easily consist of multiparties related or unrelated to the U.S.
borrower. The Treasury Regulation provides that a pledge or guarantee by a
CFC to secure the U.S. borrower's obligation does not reach the meaning of
the conduit financing arrangements, but a CFC's pledge of its subsidiary
stock treats a U.S. person involved as a mere conduit in a financial
545 Rev. Rul. 87-89, invalidated in part by Rev. Rul. 95-96.
546 See Committee Reports, Omnibus Budget Reconciliation Act of 1993, P.L. 103-66. In
fact, prior to OBRA of 1993, Congress already intended the I.R.S. to use appropriate
means at its disposal to determine whether there exist back-to-back loans in certain
transactions. See H. Conf. Rept. 98-861, Deficit Reduction Act of 1984, 1984-3
C.B.(Vol.2) 191-192. See also Reg. §1.7701(1)-! and Prop. Reg. §1.861-1 lT(e)(3).
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arrangement unless the U.S. corporation is engaged in the active conduct of a
trade or business and has substantial assets other than the interest of the funds
borrowed and the U.S. person's obligation to the lender does not substantially
offset its assets all the time. 547
'
In Anthony Teong-Chan GAW v. Commissioner . 548the United States Tax
Court ruled that the petitioner's back to back loan arrangements can not be
treated as a nontax and business purpose other than a tax avoidance purpose
and rejected petitioner's claims in which the back to back loan activity was one
binding step transaction between loan and deposit and a multiple-party
transaction with economic substance. 549
In fact, although Treasury Regulation Section 7701(1)-1 is supposed to
deter sham financings of a U.S. foreign subsidiary or CFC through certain
intermediary conduit entity, it does not mean the provision will be successful
to block all tax treaty mechanisms. For instance, where a foreign
subsidiary(FS) of a U.S. corporation(USP) seeks tax treaty benefits from its
loan to the U.S. parent, if FS establishes its wholly owned subsidiary FS-1 in a
treaty country X, which owns enough capital to make a loan, and USP also
establishes its subsidiary USP-1 in the treaty country X and then FS-1 makes a
547 See Reg. §1.956-2(c)(4). But, compare to the definition of the 9th Circuit explained at
supra note 540.
548 Anthony Teong-Chan GAW v. Comm. , T.C. Memo. 1995-531 (1995). A Liberia
corporation, Radcliffe, doing business in California, and a California corporation, BOT,
got loans several times from Bangkok Bank, LA and Union Bank respectively. The loan
amount was deposited by Bangkok Bank, Hong Kong and several overseas corporations
and the loan was made in LA on the same day that the equal deposit to the loan was
made in abroad.
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loan to USP-1 and USP-1 liquidates into USP, FS still will enjoy lower tax
benefits.
<Example 13>
(United States) (Non-treaty Country)
(Treaty Country)
SP-1 FS-1
2. Dollar Functional Currency Loan v. Foreign Currency Loan
a. In General
Where the taxpayer raises his acquisition funds from abroad, whether he
borrows a dollar functional currency or a foreign currency from a foreign
lender is an important tax decision. The simplest way to avoid complexity is to
borrow U.S. dollars and repay with U.S. dollars to the lender. However,
situations may vary from case to case.
Generally, a taxpayer should make all federal income tax determination
in its functional currency. 550The U.S. taxpayer's functional currency is usually
the U.S. dollar. 55lForeign currency issues mainly occur with respect to foreign
549
Id.
550 1.R.C. §985(a); Reg. §1.985-1.
551 However, the functional currency of a qualified business unit that is not required to use
dollar will be the currency of the economic environment. See Reg. §1.985- 1(c).
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currency gain or loss realized by the exchange rate between its booking date552
and the repayment date of the loan. Any foreign currency gain or loss is
generally treated as ordinary income or loss. 553With respect to whether the
foreign currency gain or loss is allowed to be deducted as a ordinary and
necessary business expenses paid under I.R.C. Section 162(a) or as a interest
deduction under I.R.C. section 163(a), the I.R.S. stance has been reluctant to
apply both Sections. 554
b. Gain or Loss Computation
In measuring gain or loss, there exists a noteworthy difference between
the I.R.S. and courts. Treasury Regulation Section 1.988-2(a)(2)(i) provides
that the exchange gain realized from the nonfunctional currency's sale or other
disposition is the excess of the amount realized555 over the adjusted basis of the
foreign currency, and exchange loss realized is the excess of the adjusted basis
of the foreign currency over the amount realized. 556 Generally, the adjusted
basis for determining the gain or loss from the sale or disposition of certain
552 The term "booking date" means the date of acquisition or on which the taxpayer
becomes the obligor. See I.R.C. §988(c)(2)(A).
553 I.R.C. §988(a)(l)(A); Reg. §1.988-3(a). However, for a long time, the I.R.S. had
preferred to treat the foreign currency loss as capital loss under I.R.C. § 165(f) despite of
many courts' reluctant decisions. See G.C.M. 39294, Jun. 15, 1984.
554 See Reg. §1.988-3(c)(l). See also G.C.M. 39294. However, the exchange loss realized
by the holder on foreign currency tax exempt bonds is allowed to offset or reduce the
total interest income received or accrued with respect to the instrument. See Reg. §1.988-
3(c)(2).
555 The amount realized is determined by money received from the foreign currency sale
plus fair market value of property received with respect to such sale. See Reg. §1.988-
2(a)(2)(h).
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property will be the cost basis of such property. 557 On the other hand, the way
that most courts have recognized gain or loss on the foreign currency sale or
exchange is that the amount of gain or loss should be the difference between
the U.S. dollar value of the foreign currency at the time it was borrowed and
the dollar value of the foreign currency when it was repaid. 558 Accordingly, the
different tax result between I.R.S. and courts' views may occur where a
taxpayer's actual dollar cost of the foreign currency purchased to repayment is
different from the dollar value of the foreign currency on the date on which the
repayment is due. The problem may be deeper where the taxpayer purchases
other foreign currencies several times for purposes of currency exchange risk
hedge by using the U.S. dollars converted from the original foreign loan. 559The
tax result, therefore, could be affected considerably according to whether to
use I.R.S. method or courts' view.
c. Analysis
Fundamentally, the different points of view on currency exchange gain or
loss of both sides are due to the fact that the I.R.S. treats the gain or loss from
currency exchanges as the same character as gain or loss from general
556 Reg. §1.988-2(a)(2). The I.R.S. stance on the gain or loss recognition method has been
changed since G.C.M. 39294. Prior to G.C.M. 39294, the I.R.S.'s method was basically
accordant to the way of most courts. See Rev. Rul. 78-281, 1978-2 C.B. 204.
557 See I.R.C. §101 1(a) and §1012.
558 See Philip Morris Incorp. v. Comm, 104 T.C. 61, at 67 (1995); National-Standard
Company v. Comm., 80 T.C. 551, at 563 (1983); America-Southeast Asia Co. v. Comm.,
26 T.C. 198, at 200 (1956).
559 See example 14 and infra page 131-133.
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property's sale or disposition, 560 while courts consider that the occurrence of
gain or loss on currency exchange is an independent event from transfer of the
property involved. 561 The following example shows deep aspects of currency
exchange turmoil.
< Example 1 4>
1
.
Exchange Rate(ER)
Date 12/20/9x 12/28/9x 12/29/9x 12/30/9x
l)DollartoYen: Dollar($) 1,000 1,000 1,000 1,000
Yen(¥) 1,000 920 910 900
2)DollartoMark:Mark(M) 1,000 1,000 1,000 1,000
3)YentoMark: Yen(¥) 1,000 1,000 1,000 1,000
Mark(M) 1,000 1,000 1,000 1,000
2. DV*of Loan Yl,000
l)Unused¥ ¥1,000 ¥1,000 ¥1,000 ¥1,000
2)DVof ¥ $1,000 $1,087 $1,099 $1,111
*DV: Dollar Value
3. Investment of Loan ¥1,000
1) Price of Property A $1,000 $1,100 $1,200 $1,300
2) Price of Property B $1 ,000 $900 $800 $700
Where a U.S. corporation borrows nonfunctional currency ¥1,000 from an
overseas bank for a period of Dec. 20m through Dec. 30m in 199x, and after
the loan the yen is continuously appreciated against dollar, but stable against
mark, until the due date, Dec. 30m . If the U.S. taxpayer retains the dollar
560 See Reg. §1 .988-2(a)(2)(ii). The I.R.S. computes the amount realized from disposition
of nonfunctional currency under the I.R.C. §1001(b).
561 See National-Standard Company, 80 T.C. at 563. The Court stated that the loss "was
due to the fact that the amount of the debt itself had increased in terms of U.S. dollars."
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$1,000 converted from ¥1,000 borrowed until the due date, currency exchange
loss of the U.S. taxpayer when he makes the repayment of the loan will be
$1 ll. 562 If the foreign currency borrowed is regarded as a property under the
I.R.S.'s adjusted basis theory, where the taxpayer purchases ¥1,000 on Dec.
29m for the repayment due amount on Dec. 30m , the U.S. taxpayer's loss will
be $99 under the I.R.S's view, while under the courts' method, the loss amount
still will be $1 1 1. In case the taxpayer constantly retains the ¥1,000 borrowed
until due date, his loss will be zero although he has $ 1 1 1 of unrecognized gain
in dollar value of ¥1,000 on Dec. 30m , which is not taxable gain, and at the
same time the taxpayer also retains $ 1 1 1 of economical loss because of
keeping his money, which is also not deductible loss. If the U.S. taxpayer sells
¥1,000 on Dec. 28m and purchases ¥1,000 again for the due payment on Dec.
30m
,
the currency exchange loss under the I.R.S. theory will be $24, 563 but
arguably $111 under the courts' method based upon the difference between
fair market value of borrowing date and repaying date. The taxpayer may
purchase with $1,000 borrowed another foreign currency, mark, which is
stable against yen on Dec. 28m . If then, he will not have any actual loss, but
may enjoy $111 loss. In case the U.S. taxpayer purchases ¥500 on Dec. 28m ,
¥300 on Dec. 29m , but not paid to the foreign lender, in order to hedge the
currency exchange risk, the I.R.S. might insist that the loss amount of the
562 $1 1 1 = $1,1 1 1 (dollar value of¥1,000 returned) - $1,000 (dollar value of¥1,000
borrowed).
563 $24 = $1,1 11 -$1087.
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taxpayer is $96, 564while courts will agree to the $1 1 1 loss amount of the
taxpayer.
Theoretically, these differences result from the fact that the I.R.S.
considers foreign loan as property rather than debt. Loans generally consist of
principal and interest, 565 but foreign loans consist of their principal and interest
plus the exchange rate. Therefore, the question arises whether foreign loans are
property or debt, and if they are property, foreign currency exchange rate
conceptually could be a part of the property which is invested by principal of
the foreign loan if the exchange rate is not belong to interest scope. If the
portion of exchange rate is characteristically a part of principal which is
interpreted to property instead of being a part of interest or an independent
part, the gain or loss on the currency exchange rate should be recognized when
the property purchased is sold or exchanged. 566Therefore, in the example 14,
the fair market value of the property A or B which was invested by $1,000
borrowed should be recognized or at least realized loss logically on the date
of repayment of the loan. However, in the example 14, the gain or loss on the
currency exchange rate in fact always would be different from the real gain or
loss of the property A or B. 567 If the dollar value of amount of or foreign
currency itself is treated as a property, the dollar amount converted from
564 $96 - $544(dollar value on 12/28) + $330(dollar value on 12/29) + $222(dollar value
on 12/30) -$l,000(basis).
565 Sometimes, even domestic loan could be consisted of principal and fixed interest and
conditional interest bound by market interest.
S66 See\.R.C. §1001.
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foreign loan must be kept as a property which is supposed to be used for
getting currency exchange gain or loss. 568In addition, even if the foreign loan
constitutes a property, given that the I.R.C. Section 988(a)(1)(A) clarifies that
any foreign currency gain or loss is treated as ordinary income or loss, the
portion of foreign currency gain or loss can not become a part of capital
property purchased by the loan. The Temporary Regulation Section 1.861-
9T(6)(7) also provides that any foreign currency loss that is treated as an
adjustment to interest expense under Section 988 will be allocated and
apportioned in the same manner as interest expense.
Another controversy could be raised with respect to allocation of debt
under the Treasury Regulation Section 1.163-8T. 569 Even in that case, the
property to which the foreign loan was allocated should realize loss on the day
the repayment is made. 570
567 Even if the taxpayer gets gain on the currency exchange he can get loss on his property,
vice versa. See the price of property A and B.
568 Theoretically, although this presumption would not be impossible, the case will be
rare at large except certain financial institutions working in an area of foreign currency
exchanges.
569 See Reg. §1.163-8T(c)(2) and (4). Debt is allocated to an expenditure that the proceeds
of the debt are used or treated as used.
510 See Reg. §1.163-8T(c)(4).
Chapter Seven Conclusion
Installment method, original issue discount, business expense deduction,
and interest expense deduction are all weary and weakened warriors in the
bitter battles. Some of them could disappear permanently from the tax code.
Over the years, the efficacy of these instruments has been undermined
drastically. Then, question should be raised why the frames of the law created
those tools. What were their purposes? Is there still something left to preserve?
Is it endurable for tax law to be only a bundle of collection codes? In
fact, it is very clear that tax law should be a policy law rather than a technical
collection text for the Internal Revenue Service since tax law is ultimately
interested in not only getting money but also structuring a sound economy in
the end. If the economy falters, every effort to raise revenue would be useless
no matter how thorough collection methods are available. What standards
should be considered when the policy tools are removed?
To keep those policy tools working properly and let the tax law breathe
economic policies in and out will be next agenda on my road.
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